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COMING— 


Life insurance has long been a favorite child of the federal tax 
law. Federal tax laws are a favorite child of the tax man. But this 
doesn't make him the grandfather of insurance or put him in the 
insurance business, but it does mean that he has an obligation to certain 
of his clients to keep himself informed on the versatility of life insurance 
in carrying out the wishes of a client, and it does place upon him an 
obligation to keep informed on every new, ingenious use to which 
insurance may be put. Benjamin M. Becker and David M. Sloan, 
Chicago attorneys, have combined in writing a very readable, explana- 
tory and analytical article on split-dollar and bank-finance plans and 
their use in the employment relationship. If you have clients interested 
in deferred compensation plans for their executives, you will like this 
coming article. 


Unfortunately, as David L. Samuels, a Palo Alto attorney, points out, 
the old adage that a little knowledge is a dangerous thing seems to 
hold true when life insurance is used inexpertly to fund partnership 
buy-and-sell agreements. In his article, he explains some of the pitfalls 
that should be avoided. 


Mr. P. J. Redford, who is manager of the tax department of the 
Walgreen Co. and has written for us before, believes that ‘many 
of the honest differences of opinion that arise in the mine-run of present- 
day tax-fixing problems could be traced directly to confused thinking 
on this very basic question: Is gross income, income under the Sixteenth 
Amendment?” To prove his point, he examines the thinking of several 
scholars and judges, and puts together a very sound argument of 
his point. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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IN THIS ISSUE 


Washington Tax Talk. The IRS is relying heavily upon elec- 
tronic data-processing machines for handling, checking and verifying 
income tax returns. It has four processing centers strategically located 
to handle the mountainous 60 million returns which it will receive 
around April 15. The taxpayer may toss his return in the mail with 
a sigh of relief that his work is finished, but the next day, somewhere 
in the Service offices, a bureau employee picks up that same envelope 
with a sigh of resignation, for it is the beginning of his work load. 
What happens to your income tax return after it is filed is described 
at page 745 by Commissioner Harrington. 


There is a snide rumor that all IRS agents must do to gain admis- 
sion to Heaven is to flash their IRS identification cards. Saint Peter 
admits them without question because here on earth they put the fear 
of God in so many people. This is just a rumor, we are assured by the 
Commissioner, for the average internal revenue agent is just a regular 
working guy like the rest of us. He is 39 years old, married, with one 
and one-half children, and he is buying a home. He is continuing his 
education in night school or by correspondence. He is active in his 
community. He is a member of a church, a parent-teacher association, 
and a professional, civic or citizens group. “If I told you the modest 
salary he draws from the Government, I’m afraid you would be tempted 
to downgrade him. He finds additional compensation in his service to 
his Government and to society,” boasted Commissioner Harrington. 


William J. Pierce. In the August issue, we published the final 
draft of the suggested law for the uniform division of income for tax 
purposes. This was the text adopted by the House of Delegates of 
the American Bar Association at their July meeting in New York 
City. Now we supplement that with an explanation of the basic fea- 
tures of the proposal. The proposal is the work of a committee of the 
National Conference of Commissioners on Uniform State Laws. 

We asked Mr. George V. Powell of Seattle, Washington, chair- 
man of the committee which developed it, if he could explain this 
suggested piece of legislation and, at the same time, give us some 
inkling of the probable attitude of the various states toward its adop- 
tion. We realized that this was a big question and were not at all 
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surprised when he answered that he had no information as to the 
attitude the states might take. He suggested, however, that we con- 
tact Professor William J. Pierce. This we did and Mr. Pierce very 
kindly prepared the lead article (at page 747) for us this month. 

As every tax man knows, an improper allocation of income among 
the states in which a firm does business can very well result in an 
onerous and unjust burden. If the uniform act were adopted in everv 
state having a net income tax, it would assure the taxpayer that 10 
per cent of income, and no more or no less, would be taxed. 

It is quite obvious that those states which stand to gain in revenue 
are those which will favor the adoption of the uniform allocation law 
as proposed in this article, and those states which stand to lose some 
portion of their revenue under the allocation formula are most likely to 
oppose the adoption of such a statute. But the proposed act does 
provide a reasonable method for allocating and apportioning the 
income of most multistate businesses, and, for that reason, it is a sig- 
nificant step toward achieving uniformity among the states in their 
methods of determining the allocation and apportionment of income. 

William J. Pierce is professor of law at the Law School of the 
University of Michigan and a member of the National Conference of 
Commissioners on Uniform State Laws. 


William M. Horne, Jr. There’s an old saying: “Kissing don’t 
last—cookery do.” If happy marriage is the result of osculating, as 
the lipstick people would have us believe, divorce must be attributed 
to lack of culinary attributes. From divorces stem alimony and prop- 
erty settlement questions. These, in turn, nurture tax problems. But 
nobody has been satisfied with the tax treatment of alimony. Some 
legal writers say the law’s viewpoint of divorce is old fashioned ; pres- 
ent-day alimony should be based on the wife’s actual financial need 
less her current assets and earning potential, in relation to her hus- 
band’s capacity to pay. The Commissioner has had a litigious time 
with alimony and separation payments, but he has, nevertheless, held 
pretty rigidly to certain standards. 


Imminent is the issuance of regulations. Mr. Horne’s article 
entitled “Tax Pitfalls in Alimony and Separation Payments,” page 751, 
lays its emphasis in the new regulations and current cases. 

Mr. Horne is a member of the Massachusetts, Indiana and District 
of Columbia bars, and he was formerly an attorney with the staff of 
the Joint Committee of Internal Taxation and an attorney with the 
Tax Court, 


Cary Ann Bechly. There are two routes to tax revenue: the high 
road and the low road—the ordinary income route and the capital gain 


route. The entrance to the capital gain route is not clearly marked 
and, after having found it and traversed it to its end, the taxpayer 
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often finds that he had no right to its use. Take, for instance, the tax 
situation regarding the disposing of a contract by sale. The Commis- 
sioner contends usually that the gain resulting from this transaction 
is subject to ordinary income tax. He gives three reasons: (1) The 
contract is not a capital asset; (2) the consideration received was 
merely a substitute for the income which would have been received 
under the contract; and (3) there was no sale or exchange. In her 
analytical article, Miss Bechly discusses the application and the valid- 
ity of these contentions to contracts of agency, distributorship and 
franchise. 

Miss Bechly is a member of the Illinois bar and an associate in the 
Chicago law firm of Kirkland, Fleming, Green, Martin & Ellis. See 
page 759. 


David G. Kay. The pattern of taxing the transferor of property 
is in keeping with the federal estate and gift tax sections, but Mr. Kay 
points out that “in the name of uniformity to declare categorically 
[that] all or no renunciations, disclaimers and releases [are] taxable 
may provide as illogical a platform” as the one that exists. A rational 
yardstick to determine whether a tax should be imposed—that is, in 
the event of a renunciation, disclaimer or release—could be found by 
examining the relationship between or among the individuals who 
renounce, etc., and who are ultimately benefited as distributees by the 
giving up. Through identity of the distributees, it is possible to deter- 
mine whether one is indeed a transferor within the meaning and spirit 
of the Code. The point is a technical one, but the author writes out 
of experience. He is a graduate of Columbia Law School; a member 
of the Ohio bar, the Cleveland Association of Estate Analysts, and 
the Life Underwriters-Trust Officers Council; and head of the Estate 
Planning Division of the Union Commerce Bank, Cleveland, Ohio. 
Page 767. 


David Bronheim. Expanding operations to do business abroad 
permits the carrying into undeveloped areas and countries of the world 
certain manufacturing techniques and know-how which are vital to 
the development of a foreign economy, This is in furtherance of our 
foreign policy, and the increasing exports boost our own economy. 
The United States tax laws have always contained some incentives 
for the business which expands abroad. Fortunately, or unfortunately, 
manipulation of tax credits or tax bases by countries results in the 
favoring of the manufacturers of one country over the manufacturers 
of another country. 


Much publicity has been given of late to a new device of this 
nature which, at the suggestion of the President, was worked into the 
United States reciprocal tax treaty with Pakistan. This device results 
in the giving of a credit to the United States business not only for the 
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taxes which it pays to Pakistan, but also a portion of those taxes 
which are forgiven by the country of Pakistan. 


A “novel” idea was incorporated in the recently adopted British 
finance bill, granting tax relief to certain United Kingdom companies 
that carry on business overseas. Some alarmists have warned us that 
an international situation could develop out of this tax-incentive sort 
of thing if other countries, not wanting to be caught with their clauses 
down, develop “incentive taxation” to high degrees. See page 771. 


David Bronheim is a member of the District of Columbia bar. 


Melvin G. Dakin. The general use of the cash method of account- 
ing attests to its simplicity, but in the life of most businesses using this 
method there comes a time for a change to the accrual basis, because 
it gives a more precise measurement of the flow of income. We saw 
Professor Dakin’s article on changing from cash to accrual accounting 
in the Northwestern University Law Review and thought you would 
like to read it in full text. It is reprinted, beginning at page 782, by 
special permission from the Northwestern University Law Review. 

The author teaches at Louisiana State University. 


Tax-Wise. Counseling fees, as every lawyer and tax man knows, 
are taxable income to the tax man or lawyer, but, on the other side 
of the coin, is the tax status of the fee to the person being counseled. 
Louis M. Brown, of the Beverly Hills, California firm of Irell & 
Manella, made a check list showing the tax status of fees in certain 
types of actions. Armed with his chart, he made a talk on this subject 
before a local bar group. (Mr. Brown is in demand as a speaker not 
only because he’s good but because he is the author of a provocative 
book dealing with preventive law—a book which advises people to seek 
their lawyer’s advice to keep them out of courts.) See page 808. 


The Los Angeles Bar Association Tax Committee is a very active 
group which recently heard Los Angeles Attorney James L. Wood, 
give a very interesting talk on “dealer” and “investor” tax problems. 
As all tax men know, the gain realized on the sale of of “dealer” prop- 
erty is subject to ordinary income tax rates, but the gain realized on 
the sale of “investment” property is subject to capital gain rates, The 
crux of the matter, of course, depends upon the resolution of somewhat 
nebulous terms, such as “capital asset,” “to customers,” “trade or busi- 
ness.” One way of alleviating the conflict which arises between these 
two interests Mr. Wood calls the “conversion” technique, a technique 
which converts the nature of the property from that of property near 
the tax danger point to that of property a bit further removed from 
this point. 


For the full benefit of Mr. Wood's thinking on this subject, see 
page 804. 
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INTERPRETATIONS 


The federal courts, the Tax Court and the Internal 
Revenue Service interpret the law by their numerous 
decisions. . . . In this department of the magazine, 
the reader will find comments on decisions and 
rulings selected from this never-diminishing stream. 


THERE HAS BEEN quite a hullabaloo over 
Prunier, the recent decision involving insurance purchased with 
the idea of using the proceeds to buy the stock of a deceased 
stockholder. We have had two articles on the subject: “Stock- 
Retirement Agreements—The Prunier and Sanders Cases,” by 
Albert Mannheimer and Joel Irving Friedman, August, 1957, and 
“Funding Stock-Redemption Agreements with Life Insurance,” 
by H. Arthur Steinberg, September, 1957. In these articles, one 
of the related cases was that of Oreste Casale, CCH Dec. 21,921, 26 
TC 1020 (1956). The Tax Court’s decision in this case was just 
reversed by the Second Circuit. Mannheimer and Friedman called 
the turn on this in their August article, noting that it was on 
appeal and stating that they expected it to be reversed. The 
result is now—at least in the all-important Second Circuit—that 
premiums paid by a corporation on such policies taken out on the 
life of a stockholder are not dividends taxable to the stockholder. 


WE HEARD that the Joseph R. Holsey de- 
cision, CCH Dec. 22,522, 28 TCM —, No. 107, had shocked some 
whose concern with buy-and-sell agreements is in the proceeds. This 
case involved an automobile agency franchise. The taxpayer 
owned 50 per cent of the stock in the corporation which held the 
franchise, and he also had an option to purchase the other half 
of the stock. He assigned the stock to the corporation, and the 
corporation, which had an earned surplus of some $300,000, pur- 
chased the stock for $80,000. The Tax Court held that the $80,000 
was a distribution of earnings which was essentially equivalent 
to the constructive distribution of a taxable dividend. This 
brings to mind a case in which the Tax Court was reversed on 
this holding. It also involved an automobile agency franchise 
(Tucker v. Commissioner, 55-2 ustc J 9700, 226 F. (2d) 117), but 
the Tax Court refuses to follow the Eighth Circuit. There are 
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hundreds of these 115(g) cases, each turning on their special 
set of facts. The insurance proceeds case is Thomas F. Doran, 
CCH Dec. 21,738(M), 15 TCM 629 (1956). The Ninth Circuit 
reversed the Tax Court’s theory in Doran v. Commissioner, 57-2 
ustc § 9822. It was discussed in the two articles cited above. 


Tue HUSBAND in this next case was the 
president and majority stockholder in the corporation. The cor- 
poration owed him $100,000. He made an agreement with the 
corporation that it pay $100,000 to his widow after his death, at 
the rate of $10,000 a year. He died and the corporation com- 
menced the payments. The Commissioner attempted to tax the 
widow, but the Tax Court said that the cases involving voluntary 
payments to the widow were not in point, since the payments to 
Widow Carr were made pursuant to a contract.—Florence Carr, 
CCH Dec. 22,468, 28 TC —, No. 86. 


Here ARE SEVERAL RULINGS of in- 
terest. .. . Highway motor vehicle use tax.—The tax question 
is what is “actual unloaded weight of the vehicle.” Rev. Rul. 
57-340 explains that equipment mounted to a single unit which 
is not a part of the body and which performs no function in the 
operation or maintenance of a vehicle, but is used only in loading, 
unloading, protecting or preserving the cargo, is not to be in- 
cluded in the actual unloaded weight. .. . Do you do business 
in foreign countries? If so, bribes or kickbacks to officials of 
foreign governments can be treated as ordinary or necessary 
business expenses, providing the foreign government acquiesces 
by looking the other way when such payments are made. This 
is taken from a letter of the Commissioner to Senator John B. 
Williams. . . . Here’s one on alimony payments which revokes 
I. T. 3761, I. T. 3934, I. T. 3942, I. T. 3944 and Rev. Rul. 55-178. 
This new release holds that a husband and wife who are sepa- 
rated under an interlocutory decree of divorce may file joint 
returns until the decree becomes final. If they live apart and file 
separate returns, payments made during the interlocutory period 
may constitute periodic payments, taxable to the wife and de- 
ductible by the husband. 


A CORPORATION EXECUTIVE was re- 
quired to go to Europe on business. He took his bride with him. 
His employer paid the expenses of both and then deducted these 
expenses on its income tax return. The Commissioner disallowed 
one half of this deduction to the corporation. The expenses of 
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wives, who accompany husbands on business trips, are nonde- 
ductible personal expenses of the husband. The husband con- 
tended, in this instance, that the trip to Europe was a gift to his 
bride by the corporation, but this theory was defeated because 
the corporation deducted the cost as a business expense. The 
president of the corporation attempted to bolster the husband's 
gift theory by testimony that he considered it necessary to make 
such an offer because the executive was reluctant to go to Europe. 
However, the essential characteristic of a gift is that of no con- 
sideration, so the Tax Court held that the executive realized 
income from the corporation in the amount of his wife’s expenses. 
The subsistence expenses of the wife, which the executive was 
otherwise obligated to pay if he took his wife along, represented 
a bonus and additional compensation. This holding favors the 
corporation because it reinstates the deduction.—Alex Silverman, 


CCH Dec. 22,543, 28 TC —, No. 121. 


Suppose YOU LEASE a piece of property 
for 99 years with the right to terminate the lease at the end of 
25 years. And suppose the property has a building on it at the 
time which has 20 years remaining of useful life. Can you 
amortize or depreciate the leasehold over 20 years? Here are 
the rules to follow: (1) The leasehold may be amortized, by 
deducting each year an aliquot part of the purchase price, over 
its actual life; here, 99 years. (2) You can’t depreciate a building 
you do not own. (3) If a lessee erects buildings on leased 
property, depreciation may be deducted on them over their useful 
life; but this rule does not apply to buildings on the property at 
the time the lease is entered into. (4) The full term of the lease 
must be counted because a right to terminate is not the same as 
a shorter term with right to renew. On the former, the lease will 
run for the full term unless affirmative action is taken to termi- 
nate. On the latter, the lease runs for the short term unless 
affirmative action is taken to renew.—David Dab, CCH Dec. 22,498, 
28 TC—, No. 103. The Mills bill is playing with the depreciation 
aspect of this sort of situation. 


THE TRANSFER of a monopoly interest in 
a patent in return for an agreement to pay royalty for the life 
of the patent is a capital transaction. . . . But “betaxware” of 
the situation in which the inventor receives stock in the licensee, 
especially if he becomes a major stockholder, The royalties might 
turn into dividends. See Finn H. Magnus, CCH Dec. 22,495, 28 
TC —, No. 100. 
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WASHINGTON TAX TALK 


Russell C. Harrington, Commissioner of Internal Revenue, describes 
the four-point approach to checking individual income tax returns. 


Addressing the New England Graduate 
Accounting Study Conference at Brown 
University, Commissioner Harrington told 
the audience how returns are selected for 
audit, and the procedures for checking the 
accuracy of returns, for settlement of dis- 
puted issues and for ensuring the rights of 
taxpayers, while pressing the interests of 
the government. What he said follows: 

This is what happens after an income tax 
return is filed with the director of internal 
revenue. This return will be one of more 
than 60 million such, submitted within a 
period of a few weeks before April 15. We 
receive over 92 million returns of all types 
in a year—a monumental paper load, as you 
will recognize—all to be accounted for and 
processed in some manner. 


To keep abreast of this paper load, we 
have gone to electronics—machine process- 
ing—on a massive scale. We have set up 
three service centers, equipped with the 
latest computing equipment, to which simpler 
returns from all except two of our nine 
regions currently are sent for processing— 
that is, for scheduling of refunds or billing 
for taxes due. The returns so processed 
are returned to the district director, and 
are classified and subjected to selection for 
detailed auditing in the same manner that 
the more complex returns, retained by the 
director upon filing, are handled. 


What are the chances a particular return 
will be selected for audit? All returns, re- 
gardless of income shown, receive a miathe- 
matical verification. A prerefund audit we 
carry out on returns calling for proportionately 
large repayments permits a further narrow- 
ing. About 80 per cent of all returns take 
the standard deduction, and thus the scope 
of profitable audit is further narrowed, as 
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also is the case with returns where all in- 
come reported is from sources subject to 
withholding. 


These simpler returns are not completely 
overlooked, however. Sufficient selection is 
undertaken to constitute a check for compli- 
ance in this group, particularly in such 
instances as where there are large depend- 
ency claims, where dependents outside the 
taxpayer’s immediate family are listed, etc. 
These are handled principally by what we 
term “office audit,” questionable points be- 
ing checked by correspondence or by office 
interview. 


Excluding these simpler returns which we 
handle on a volume basis, we find that we 
can, with our present staffing, conduct a 
detailed audit, in those remaining, of about 
one return in ten each year. We may call 
up a return anytime within three years of 
filing, but we schedule our work to complete 
processing of each year’s returns substantially 
before another filing period rolls around. 


One return in ten is a pretty substantial 
“sampling,” although that is not quite the 
word. It does not permit taxpayer com- 
placency about dubious items. This audit- 
ing program accounted for additional taxes 
and penalties last year of $1,376 million. We 
appear far from reaching the point of diminish- 
ing results in this work. We must operate, 
of course, within the budget permitted us 
by the Congress, and that body in turn 
must consider the over-all requirements of 
the government. 


Now, we don’t just take each tenth return 
filed. Contrary to some popular misconcep- 
tions, we don’t take all the A’s this year 
and the B’s next year, and so forth. This 
type of sampling has been tried in the past 


745 








and found wanting, for it turns up too many 
unproductive returns and leaves untouched 
too many returns warranting, even demand- 
ing, auditing. 


We have gone scientific, perhaps like the 
pollsters. Anyway, we select the returns 
for audit by certain standards, certain cri- 
teria, which are calculated to give us the 
most effective program possible with our 
available manpower. 


The returns are classified by specialists 
in the office of each director in accordance 
with a geographically integrated program 
developed in consultation with the regional 
commissioner of internal revenue and his 
staff. Returns selected for investigation may 
be identified by type of return, by type of 
business or occupation, by size of income or 
by type of error. 


Certain types of returns are “automatically” 
selected; each such is audited. Examples 
are personal or business returns reporting 
adjusted gross income above certain desig- 
nated levels; or combinations of personal 
service and business income above certain 
levels. 


Further selection for audit may be made 
on the basis of such factors as substantial 
income reported from sources not subject 
to withholding; or income from professions 
or businesses which deal largely in cash; 
or returns from such enterprises that local 
experience has demonstrated to be error- 
prone; or returns presenting unusual de- 
pendency exemption claims; or proportionately 
large deductions. 


Beyond these more or less obvious stand- 
ards of selection, each director’s staff may 
“branch out,” so to speak, into various areas, 
as manpower permits, even varying from 
year to year. For example, a particular 
profession or business may receive special 
attention one year and another the next, by 
way of determining the extent of noncompli- 
ance or frequency of error. 


Let us consider a return that is selected 
for audit by an internal revenue agent. The 
taxpayer will be contacted personally by 
the agent, who will arrange a mutually 
satisfactory date for an examination of his 
records. If the taxpayer is in business, the 
examination will usually be conducted at his 
own office where his records are located. 


I think I can endorse the advice given 
recently by a nationally circulated business 
magazine to taxpayers receiving such notice. 
It said, “First, relax . . . your best bet is 
to approach the tax examination just as you 
would any impending business transaction.” 
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The production of proper records, to sup- 
port the return—brokers’ statements, bank 
statements, checks, etc.—is essential. Paper 
work in good order will speed the examination. 


The taxpayer may be represented by a 
lawyer or an accountant. 


Keep in mind that the agent is a skilled 
accountant himself, an expert on tax law. 
After examination, he may accept the re- 
turn as filed. He may disagree with the 
taxpayer on some points and find additional 
taxes due. He may even find the taxpayer 
is entitled to a refund. In by far the major- 
ity of cases, agreement is reached readily 
between the agent and the taxpayer, and 
the matter is terminated. 


If the taxpayer disagrees with the agent’s 
finding, he can appeal his case all the way 
from first examination to and through the 
federal courts. Here are the various steps 
open, carefully calculated by law to pro- 
tect the taxpayer’s rights. 


If he disagrees with the agent, he may 
ask for an informal conference with a re- 
viewing officer, who has authority to de- 
cide for the taxpayer, if he can be convinced. 


If there is still an amount in dispute after 
this conference, the taxpayer will receive a 
formal “30-day letter,” stating the position 
of the Internal Revenue Service and inform- 
ing him of the right to appeal to the “appel- 
late division” within 30 days. This is a 
special group of internal revenue experts 
trained to settle tax disputes, operating 
independently of the group with which the 
taxpayer has dealt heretofore. In this appeal 
the citizen may want a tax adviser to pre- 
sent his case. 


If he can’t reach a settlement with the 
appellate division, he’ll be mailed a notice 
of deficiency, stating that at the end of 90 
days the additional tax will be assessed. 
The taxpayer may decide to pay up and 
end the matter; or he can withhold payment 
and appeal to the United States Tax Court 
within the 90-day period; or he may pay 
up and sue for a refund in a federal district 
court or in the Court of Claims. 


Our experience has identified certain areas 
of tax reporting’ as particular trouble spots. 
I have mentioned such items in the indi- 
vidual tax return as dependency claims and 
déductions for church, charities, etc. Other 
such items are the sick pay exclusion and 
the medical expense deduction. 


Then there are the matters of unreim- 
bursed business expenses of salesmen or 
(Continued on page 766) 
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The Uniform Division of Income 
for State Tax Purposes 


By WILLIAM J. PIERCE 


A uniform state law should provide a reasonable method for allocating 

and apportioning the income of most multistate businesses for 

tax purposes. Its basic purpose should be the simplification of the 

task of computing state taxes. Recently the American Bar Association approved 
such an act, submitted by the National Conference of Commissioners 

on Uniform State Laws. The author, a member of the national conference 

and draftsman of this particular legislative proposal, explains 

some basic features which have been included in this proposed law. 


HE UNIFORM DIVISION of Income 
& for Tax Purposes Act was approved by 
the National Conference of Commissioners 
on Uniform State Laws and the House 
of Delegates of the American Bar Asso- 
ciation during their annual meetings in 
July. The uniform act deals with the allo- 
cation and apportionment of income of 
multistate businesses and is designed for en- 
actment in those states which have either 
net income taxes or taxes measured by net 
income. The text of the act was printed 
in the August, 1957 issue of TAXEs, at page 
631. It is the purpose of this article to 
explain some of the basic features of the 
proposal and to discuss the pros and cons 
of certain of its features. 


At the outset it should be made clear 
that the uniform act makes two significant 
basic assumptions that should not be over- 
looked. First, it assumes that the state has 
jurisdiction to levy the particular tax. Thus, 
the question of whether the levy itself is 
violative of either the Due Process Clause 
or Interstate Commerce Clause of the United 
States Constitution is assumed to have been 
given satisfactory disposition.’ Second, the 
uniform act assumes that the existing state 
legislation has defined the base of the tax 
and that the only remaining problem is the 
amount of the base that should be assigned 
to the particular taxing jurisdiction. Thus, 
the statute does not deal with the problem 
of ascertaining the items used in computing 
income or the allowable items of expense. 





‘For representative cases see: American 
Manufacturing Company v. St. Louis, 250 U. S. 
459 (1919); Shaffer v. Carter, 1 ste {§ 235, 252 
U. S. 37 (1920): McLeod v. J. E. Dilworth Com- 
pany, 1 stc § 538, 322 U. S. 83 (1929); J. D. 
Adams Manufacturing Company v, Storen, 1 stc 
1 529, 304 U. S. 307 (1938); Connecticut General 
Life Insurance Company v. Johnson, 303 U. S. 
77 (1938); Gwin, White & Price, Inc. v. Henne- 
ford, 1 stc 531, 305 U. S. 434 (1939); MeGold- 
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rick v. Berwind-White Coal Mining Company, 
1 stc $532, 309 U. S. 33 (1940): Wisconsin v. 
J. C. Penney Company, 1 stc { 250, 311 U. S. 435 
(1940); Northwest Airlines, Inc. v. State of 
Minnesota, 1 stc § 475, 322 U. S. 292 (1944); 
Freeman v. Hewit, 2 stc { 200-019, 329 U. S. 249 
(1946); Ott v. Mississippi Valley Barge Line 
Company, 2 stc { 200-031, 336 U. S. 169 (1949); 
Spector Motor Service, Inc. v. O’Connor, 2 stc 
{| 200-044, 340 U. S. 602 (1951). 
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These assumptions must be kept in mind 
as there has been some confusion in the 
concepts involved. The proposal does not 
provide for the tax or the tax base; it 
merely provides for an equitable means 
of apportioning and allocating the income 
to individual states when the taxpayer is 
engaged in business in more than one state. 


Constitutionality 
of Apportionment Formulas 


One constitutional law question deserves 
brief mention and that is the validity of 
any apportionment formula. The United 
States Supreme Court has generally sus- 
tained any formula which is reasonably 
designed to determine the amount of in- 
come attributable to local business activity.’ 
However, if the application of the formula 
causes an arbitrary or unreasonable result, 
application in that specific fact situation has 
been held to be violative of the Constitu- 
tion.” The basic apportionment formula 
provided in the uniform act appears to meet 
the basic constitutional requirements, but if 
its application results in an arbitrary or un- 
reasonable tax levy in relation to local busi- 
ness activity, the taxpayer may obtain 
relief. The uniform act expressly recog- 
nizes that this possibility may occur in 
some instances by providing alternative 
methods of allocation and apportionment in 
Section 18. However, a reading of the 
Supreme Court decisions indicates that it is 
extremely difficult for any taxpayer to show 
that the use of a formula causes an arbi- 
trary and unreasonable levy in relation to 
local business activity. 


Basic Problems Involved 


At the present time, those states levying 
net income taxes or taxes measured by net 
income have an amazing variety of formulas 
for allocating mcome, and these vary not 
only in respect to the basic factors used, 
such as property, payroll, sales, and manu- 
facturing costs, but also in respect to the 
specific details of each factor.‘ Therefore, 
interstate businesses face the initial problem 
of accumulating several different kinds of 


accounting data in order to report their 
taxes in the several states in which they 
are doing business. More important, how- 
ever, is the fact that because of the dif- 
ferences in the formulas, it is possible for 
interstate businesses to be taxed on more 
than 100 per cent of their net income or, in 
some cases, substantially less, depending, of 
course, on the particular states in which the 
business is subjected to such taxes. 


The uniform act, if adopted in every state 
having a net income tax or a tax measured 
by net income, would assure that 100 per 
cent of income, and no more or no less, 
would be taxed. It is obvious, of course, 
that adoption of the uniform act will change 
the tax revenues of the states in some 
degree. Undoubtedly, the potential impact 
will be carefully assessed in each state, and 
the potentialities involved may have a sig- 
nificant bearing upon the question of whether 
the uniform act should be introduced. The 
uniform act will also have the benefit of 
simplifying the task of tax collecting in the 
several states since reliance can be placed 
upon audits of the same data by the tax 
officials of other states. The benefits in 
simplification of tax reporting and collecting 
may mitigate small losses in total revenues 
that may be experienced in a few states. In 
my opinion, however, adoption of the uni- 
form act will probably increase the income 
attributable to most states so that tax reve- 
nues will be slightly increased. The reasons 
for this opinion will be more evident upon 
examination of the specific sections of the act. 


Analysis of Statutory Provisions 


Coverage.—Section 2 of the uniform act 
exempts from its operation three major 
classes of taxpayers: (1) individuals, to the 
extent of their income for personal services, 
(2) financial organizations and (3) public 
utilities. These major classes of taxpayers 
were exempted for two reasons. First, gen- 
erally the treatment of the allocation and 
apportionment problem for these classes has 
been fairly adequately handled under exist- 
ing legislation. Second, there appear to be 
better methods available for the allocation 
and apportionment of the income of these 
classes. For example, the income of rail- 
roads could be apportioned on a mileage or 


other similar basis which would more ac- 


2See, for example, Underwood Typewriter 
Company v. Chamberlain, 1 stc { 255, 254 U. S. 
113 (1920): Bass, Ratcliff & Gretton, Ltd. v. 
State Tax Commission, 266 U. S. 271 (1924); 
Ford Motor Company v. Beauchamp, 1 stc { 187, 
308 U. S. 331 (1939); International Harvester 
Company v. Evatt, 2 stc § 200-020, 329 U. S. 416 
(1947). 
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% Hans Rees’ Sons, Inc. v. North Carolina, 
1 stc { 256, 283 U. S. 123 (1931). 

*See Altman and Keesling, Allocation of In- 
come in State Taxation (Chicago, Commerce 
Clearing House, Inc., 2d Ed., 1950), and Silver- 
stein, ‘‘Problems of Apportionment in Taxation 
of Multistate Business,"’ 4 Tax Law Review 207 
(1949). 
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curately reflect income attributable to a 
state than the use of a formula designed 
for manufacturing and merchandising busi- 
nesses, as is the case in the uniform act. 
Any state enacting the provisions of the 
uniform act must, of course, continue their 
existing law for these classes of taxpayers. 


Concept of taxability in other states.— 
Throughout the uniform act it is assumed 
that every state in which the taxpayer is 
doing business levies an income tax, whether 
it does so in fact or does not. Thus, income 
is attributable to those states which do not 
have an income tax if the taxpayer would 
be subjected to such a tax in that state, if 
lawfully adopted in that state. In states 
not having income taxes or taxes measured 
by net income, other types of franchise 
taxes are usually imposed. Income is justi- 
fiably attributable to these states since these 
other taxes substitute for the income tax, 
and it must be recognized that these other 
states may change their tax structures at 
any time. In several sections of the uniform 
act, reference is made to the allocation and 
apportionment of income on the basis of 
whether the taxpayer is taxable in another 
state. As we shall see, the question of allo- 
cating and apportioning with reference to 
this concept of taxability assures that 100 
per cent of the income of a multistate busi- 
ness theoretically will be taxed by the 
several states. It is this concept as used 
throughout the act that raises the greatest 
number of objections from certain tax- 
payers. 


Allocation of nonbusiness income.—Sec- 
tions 4 through 8 of the act provide for 
the allocation of four types of nonbusiness 
income to specific states, rather than appor- 
tioning on the basis of a formula. The 
reason for this treatment, which is repre- 
sentative of the existing patterns of legisla- 
tion, is that it is felt that these items of 
income can appropriately be attributed to a 
specific state. The four types of income 
are (1) rents and royalties from real and 
tangible personal property, (2) capital gains 
and losses from sales of real and personal 
property, (3) interest and dividends and (4) 
patent and copyright royalties. Rent, royal- 
ties, or capital gains and losses from real 
property are allocated to the state in which 
the property is located.’ Rents and royalties 
from tangible personal property are allo- 
cated to the state in which the property 
is utilized, but if the taxpayer is not taxable 
in that state, the rents and royalties are 


allocated to the state of the taxpayer's 
commercial domicile.’ Similarly, capital 
gains and losses of tangible personal prop- 
erty are allocated to the state in which the 
property had a situs at the time of sale, 
unless the taxpayer is not taxable in that 
state, in which case the gains and losses 
are allocated to the state in which the 
taxpayer has his commercial domicile.* 
Capital gains and losses of intangible per- 
sonal property and interest and dividends 
are allocated to the state of the taxpayer’s 
commercial domicile.’ Patent and copyright 
royalties are allocated to the state where 
the rights are utilized, but if the taxpayer 
is not taxable in that state, the income is 
allocated to the state of the taxpayer’s 
commercial domicile. 


Except for the feature of allocation to 
the state of commercial domicile when the 
taxpayer is not taxable in the particular 
state to which the specific item of income 
would otherwise be allocated, these provi- 
sions generally follow the prevailing rules 
now applied by the several states. Because 
of the allocation to the commercial domicile, 
however, it can be expected that some 
taxpayer groups will object to the adoption 
of the uniform act. They feel that the 
income should be allocated to the state of 
situs or utilization, regardless of whether 
that state has jurisdiction to tax the par- 
ticular taxpayer. 

On its face this argument seems to have 
considerable merit. However, in my opinion, 
the ability to avoid reporting of this income 
to any state whatsoever is not justifiable 
and, moreover, it leads to discrimination 
against purely intrastate businesses. A brief 
hypothetical case will demonstrate the in- 
equities involved. 

If X corporation rents tangible personal 
property to be utilized in state C, and if X 
corporation is doing business in only state 
A, all of its income must be reported to 
state A since the allocation and apportion- 
ment formulas are not applicable. If Y 
corporation has its commercial domicile in 
state A, is also doing business in state B 
and rents tangible personal property which 
is utilized in state C where Y is not taxable, 
the uniform act allocates the income to state 
A. If it is not attributed to state A, it readily 
appears that Y corporation has a tax ad- 
vantage over X corporation merely because 
of the fortuitcus circumstance that Y cor- 
poration also is engaged in business in state 
B which had no relation to the business 





5 See Sec. 3. 
® Secs. 5(a) and 6(a). 
7 Sees. 5(b) and 5(c). 
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§ Sec. 6(b). 
* Sees. 6(c) and 7. 
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transaction. In the opinion of the com- 
missioners, this discrimination against purely 
local businesses is not equitable and, there- 
fore, the uniform act requires allocation to 
the state of commercial domicile in this type 
of case. 


The treatment of patent and copyright 
income raises some special problems, Basic- 
ally, as indicated above, this type of in- 
come is attributed to the state of utilization. 
In some instances, however, the taxpayer 
will not be able to make this determination 
because he has no control over the utiliza- 
tion and is not able to obtain records. In 
these cases, the income is allocated to the 
state of the taxpayer’s commercial domicile.” 


Apportionment of business income.—Sec- 
tions 9 through 17 of the uniform act 
provide for the apportionment of business 
income by the use of a three-factor formula 
consisting of property, payroll and sales. 
These three factors are the most widely 
employed today by the states, but a change 
in some states to the so-called Massachusetts 
formula will have the tendency to change 
the relative tax burdens of the taxpayers 
within the state and may have a material 
effect on the total tax revenues. Analyses 
of these effects can be made in each state, 
however, so that the possible ramifications 
of adoption of the uniform act can be well 
understood prior to its enactment. If the 
total tax revenues would be substantially 
increased or decreased, and if it is assumed 
that the total tax revenues should remain 
the same, adjustments can be made by de- 
creasing or increasing the rate of the tax. 
However, legislatures probably will remain 
reluctant to increase tax rates, so con- 
siderable opposition to the uniform act may 
be expected where its adoption would de- 
crease tax revenues. If total revenues are 
not substantially changed but some indi- 
vidual taxpayers do have marked changes 
in taxes, opposition can be expected from 
those who will face increased tax burdens. 
In some states the apportionment formula 
has been manipulated so as to increase tax 
revenues without the necessity of undertak- 
ing the more difficult political and legisla- 
tive task of increasing tax rates. In the 
opinion of the national conference, uni- 
formity has overriding advantages and, 
therefore, an apportionment formula which 
is believed to be equitable should not be 
revised to increase or decrease tax revenues. 


Sections 10 through 12 of the uniform 
act provide for the computation of the prop- 
erty factor. The factor is a fraction, the 


” Sec. 8. 
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numerator of which is the average value 
of the taxpayer’s real and personal property 
owned or rented and used within the state, 
and the denominator of which is the average 
value of all such property owned or rented 
and used during the tax period. Property 
owned is valued at its original cost and 
rented property is valued at eight times the 
net annual rental rate. The method of valua- 
tion and the inclusion of rented property 
can be expected to cause some opposition. 


The national conference believed that 
original cost should be used because of the 
varying rates of depreciation allowed under 
different state laws. If depreciation sched- 
ules of each state were allowed, the property 
factor would vary from state to state. How- 
ever, original cost, in the light of inflationary 
trends, seems to favor industries having 
older property. Nonetheless, it is believed 
that use of depreciation in respect to that 
property would tend to distort the factor 
even more where the property is completely 
depreciated. Opposition can be expected 
from those taxpayers whose property factor 
is increased by use of original cost. 


The inclusion of rented property may 
cause even more objections. Generally, it 
is contended by those using rented property 
that it should not be included within the 
factor because the lessor of the property 
pays a tax on the rental income. However, 
the apportionment formula is not determina- 
tive of the computation of the tax base; it 
merely represents a method of determining 
what proportion of the tax base should be 
attributed to a particular state. Moreover, 
businesses which rent appear to be in a 
better competitive position if such property 
is not included in the factor. This can be 
demonstrated by a hypothetical fact situa- 
tion. 


Assume that X and Y corporations do 
exactly the same amount of business and 
that each has payroll and sales factors of 
50 per cent. If X corporation owns its own 
building and neither owns or rents property 
elsewhere, its property factor would be 100 
per cent. If Y corporation rented and owned 
no property in the state and if rented prop- 
erty were not included, its property factor 
would be zero. As a result, X corporation 
would apportion two thirds of its income 
to the state while Y corporation would 
apportion only one third. This result for 
competitive businesses appears unsound. 
However, those who argue that rented 
property should not be included point out 

(Continued on page 780) 
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Tax Pitfalls in Alimony 
and Separation Payments 


By WILLIAM M. HORNE, Jr. 


The 1954 Code has had a clarifying effect on this highly technical area 

of tax law, but certain important problems remain which are likely 

to involve the parties in disputes with the Commissioner. 

For example, what is the proper tax treatment of installment payments of 
alimony where the total amount payable may not be absolutely fixed 

because of contingencies imposed by local law? How does one handle payments 
made under a written agreement executed by the parties after divorce? 


T HE BASIS for awards of alimony has 
I been attacked recently as outmoded and 
faulty. It is said to be based upon Victorian 
notions of rewarding the “virtuous” wife 
and punishing the errant husband.’ Linked 
to a former era of inequality of the sexes, 
it fails to take into account the potential 
earning capacity of today’s divorcée. 

This attack on the rationale of alimony 
awards might well be extended to the col- 
lateral problem of taxation of alimony pay- 
ments. In the tax field, however, the attack 
should be centered upon the technicalities 
and uncertainties surrounding the tax treat- 
ment of alimony payments. 


The fundamental purpose of the tax pro- 
visions relating to alimony payments? is 
to allow a deduction to the husband who 
makes them and, at the same time, tax the 


payments as income to the wife who re- 
ceives them.’ This purpose is frequently 
thwarted in the course of judicial interpreta- 
tion of the complicated statutory pattern. 
Traps, which abound for the uncautious and 
the ill-advised, may even trip up experienced 
counsel. Property settlements which have 
been made in reliance upon assumed tax 
results may impose an onerous burden where 
these tax assumptions are proved wrong.* 
The 1954 Code, which included the first 
substantive amendments*® of the alimony 
provisions since their enactment in 1942,° 
represented an attempt to resolve one of the 
principal areas of ambiguity in the alimony 
provisions. While successful in this under- 
taking, it may have created new interpretive 
problems. More importantly, there remain 
points of controversy which both the 1939 





1 See article in New York Times, February 1, 
1957, in which Supreme Court Justice Samuel 
H. Hofstadter called for a revision of alimony 
awards, indicating present-day alimony should 
be based on the wife's actual financial needs 
less her current assets and earning potential in 
relation to her husband’s capacity to pay. 

2For simplicity, the discussion is here in 
terms of alimony payments. As appears later, 
the same tax treatment is extended to separate 
maintenance payments under a decree of sepa- 
ration and to post-1954 payments made under 
a written separation agreement or under a 
decree of support. 

3 Ways and Means Committee Rept. 2333, 77th 
Cong., 2nd Sess., p. 46 

*See, for example, S. Brad Hunt, CCH Dec. 
20,388, 22 TC 561, in which payments totaling 
$15,000, paid at the rate of $150 a month, were 
disallowed as deductions. 

In some instances, the same payments may 
be treated in an inconsistent manner by the 


Alimony and Separation Payments 


courts. For example, the same payments were 
held deductible by the husband and nontaxable 
to the wife because of a change in the Tax 
Court's position. The Tax Court did this about- 
face, even though it had earlier been affirmed 
by the circuit court when it treated the pay- 
ments as not includable by the wife. (Raoul 
Walsh, CCH Dec. 20,239, 21 TC 1063; Miriam C. 
Walsh, CCH Dec. 16,745, 11 TC 1093, aff'd, 50-1 
ustc { 9277, 183 F. (2d) 803 (CA D. C.).) On 
the other hand, the same payments were held 
nondeductible by the husband and taxable to 
the wife because of a subsequent change in the 
Tax Court’s viewpoint in Bernarr Macfadden, 
CCH Dec. 16,302(M), 7 TCM 147; Mary Mac- 
fadden, CCH Dec. 22,096(M), 15 TCM 1494. 

51954 Code Secs. 71 and 215. See also Sec. 
682 with respect to alimony payments under a 
trust. For an excellent discussion of alimony 
trusts, see Lewis, ‘Trusts in Divorce Settle- 
ments,"’ Trusts and Estates, October, 1956. 

* See. 120 of Revenue Act of 1942. 
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and 1954 Codes fail to clarify. The princi- 
pal focal points of controversy or probable 
controversy are the following. 


Written Separation Agreements 


Numerous court fights were touched off 
by the 1939 Code requirement that alimony 
payments were deductible only where there 
was a decree of divorce or of separate main- 
tenance. The controversy centered around 
interpretation of the words “under a writ- 
ten instrument incident to such divorce or 
separation.” * Did “incident to” mean that 
the instrument had to be executed prior to 
or contemporaneously with the decree,” that 
one or both of the parties contemplated a 
divorce at the time of execution,’ or simply 
that the instrument related to the status of 
divorce or separation?” Did “such divorce 
or separation” refer to a divorce or separate 


maintenance decree, or did it refer to the 
status of divorce or separation? ™ 


These questions which arose because of 
the necessity of a decree have been largely 
eliminated by the 1954 Code, at least with 
respect to post-1954 property settlements.” 
In recognition of the unfairness of not allow- 
ing an “alimony” deduction solely because 
the parties had failed to obtain a court 
decree,” the 1954 Code treats as alimony 
any periodic payments “ made under a writ- 
ten separation agreement if the following 
conditions exist: (1) the parties are living 
apart, (2) the payments are made after 
execution of the agreement and because of 
the marital.or family relationship, (3) the 
agreement is executed after August 16, 1954, 
and (4) no joint return is filed by the par- 
ties for the taxable year.” 


This liberalization of the alimony provi- 
sions was restricted to post-August 16, 1954 
written separation agreements because of 
the possible unfairness which might result 
if applied to prior agreements. Congress 
recognized that agreements executed before 
adoption of the 1954 Code might have been 





™ This phrase appears in Sec. 22(k) of the 
1939 Code as follows: 

“(k) Alimony, Etc., Income.—In the case of 
a wife who is divorced or legally separated 
from her husband under a decree of divorce or 
of separate maintenance, periodic payments 
(whether or not made at regular intervals) 
received subsequent to such decree in discharge 
of, or attributable to property transferred (in 
trust or otherwise) in discharge of, a legal 
obligation which, because of the marital or 
family relationship, is imposed upon or in- 
curred by such husband under such decree or 
under a written instrument incident to such 
divorce or separation shall be includible in the 
gross income of such wife, and such amounts 
received as are attributable to property so 
transferred shall not be includible in the gross 
income of such husband." (Italics supplied.) 
Similar language appears in 1954 Code Sec. 
7Ti(a)(1). 

8’ See Cox v. Commissioner, 49-2 ustc { 9369, 
176 F. (2d) 226 (CA-3); Commissioner v. Mur- 
ray, 49-1 ustc § 9285, 174 F. (2d) 816 (CA-2); 
Frederick S. Dauwalter, CCH Dec. 16,040, 9 TC 
580. But a postdivorce revision of a predivorce 
agreement has been held ‘‘incident to divorce.” 
(Newton v. Pedrick, 54-1 ustc { 9354, 212 F. (2d) 
357 (CA-2): Rowena 8. Barnum, CCH Dec. 
19,342, 19 TC 401; Grant v. Commissioner, 54-1 
ustc § 9142, 209 F. (2d) 430 (CA-2).) The Tax 
Court has recently so held where the post- 
divorce agreement reduced to writing an oral 
predivorce agreement made five years earlier. 
(Maurice Fixler, CCH Dec. 21,653, 25 TC 1312 
(five judges dissenting).) 

® The Tax Court originally took the position 
that divorce had to be contemplated by both 
parties. (Robert W. Johnson, CCH Dec. 16,348, 
10 TC 647: George T. Brady, CCH Dec. 16,468, 
10 TC 1192: Floyd W. Jefferson, CCH Dec. 
17,407, 13 TC 1092.) 

The ‘“contemplation’’ requirement was re- 
jected by the circuit courts in Lerner v. Com- 
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missioner, 52-1 ustc { 9241, 195 F. (2d) 296 
(CA-2); Feinberg v. Commissioner, 52-2 ustc 
{ 9427, 198 F. (2d) 260 (CA-3); Commissioner v. 
Miller, 52-2 ustc { 9520, 199 F. (2d) 597 (CA-9). 

The Tax Court now follows the circuit court 
views. See Raoul Walsh, cited at footnote 4, 
in which the Tax Court refused to follow its 
prior contrary holding in Miriam C. Walsh, 
cited at footnote 4. See also, Maurice Fizler, 
cited at footnote 8; Bertha M. Pease, CCH Dec. 
21 824, 26 TC 749. 

” See Lerner v. Commissioner, cited at foot- 
note 9; Smith v. Commissioner, 52-1 ustc { 9104, 
192 F. (2d) 841 (CA-1, 1951); Raoul Walsh, cited 
at footnote 4. 

" See cases cited at footnote 10. 

"See 1954 Code Secs. 71(a)(2) and 71(a)(3). 
See also Proposed Regs. Sec. 1.71-1(b)(2) 
and (3). 

% See S. Rept. 1622, 83rd Cong., 2nd Sess., 
p. 10, stating: ‘‘Attention has been called to 
the fact that the present treatment discrimi- 
nates against husbands and wives who have 
separated although not under a court decree.”’ 

“The question of what constitutes periodic 
payments is discussed in this article. The effect 
of payments for support of minor children is 
also discussed herein. 

% 1954 Code Sec. 71(a)(2) which provides as 
follows: 

(2) Written Separation Agreement. —If a 
wife is separated from her husband and there 
is a written separation agreement executed 
after the date of the enactment of this title, 
the wife’s gross income includes periodic pay- 
ments (whether or not made at regular inter- 
vals) received after such agreement is executed 
which are made under such agreement and 
because of the marital or family relationship 
(or which are attributable to property trans- 
ferred, in trust or otherwise, under such agree- 
ment and because of such relationship). This 
paragraph shall not apply if the husband and 
wife make a single return jointly.”’ 
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based on the assumption that the payments 
would not be taxable as income to the wife 
in the absence of a decree.” 


On the other hand, if the parties agree 
to modify a pre-1954 written separation 
agreement in any material respect, the pro- 
posed regulations state that payments under 
the amended agreement can qualify under 
the 1954 Code.” If a written separation 
agreement has been entered into by the 
parties and subsequently a decree of divorce 
or a legal separation is obtained, the ques- 
tion of taxability of the payments is still, 
according to the proposed regulations, de- 
termined under the provisions relating to 
written separation agreements.” 


These provisions of the proposed regula- 
tions raise a question as to the effect of 
postdivorce agreements. If the only provi- 
sions relating to alimony are contained in 
the divorce decree itself, what is the tax 
effect of an agreement by the divorced par- 
ties substantially altering the amount of 
payments called for in the decree? Is this 
a “written separation agreement”? Would 
it matter whether the divorce decree was 


entered into prior to or subsequent to 
August 17, 1954? 


The proposed regulations do not answer 
these questions. They may become important 
where the parties wish to avoid the expense 
and possible publicity attendant upon re- 


% The Senate Finance Committee report in- 
dicates that the tax treatment of payments 
under written separation agreements was made 
applicable only to payments under agreements 
executed after the date of enactment of the 
bill (October 16, 1954) in order not to upset 
arrangements which might have been entered 
into in reliance upon the alimony provisions of 
the 1939 Code. See S. Rept. 1622, 83rd Cong., 
2nd Sess., pp. 10-11. 

See Proposed Regs. Sec. 1.71-1(b)(2)(ii). 
See also Statement of Managers on the Part of 
the House, Conference Rept. 2543, 83rd Cong., 
2nd Sess., p. 23, stating: 

“It is the understanding of the Committee of 
Conference that in determining whether a 
decree was entered after March 1, 1954, any 
decree which is altered or modified by a court 
order entered after March 1, 1954, shall be 
treated as a decree entered after March 1, 1954, 
for purposes of this provision (sec. Tl(a) 
(3) Gi)” 

1% See Proposed Regs. Sec. 1.71-1(b)(2) (i). 

% If a stand is taken in the final regulations, 
it appears likely that the Treasury will assert 
that postdivorce agreements are not written 
separation agreements. This stand would prob- 
ably be based on the argument that to hold 
otherwise would be contrary to the legislative 
intent as gleaned from the statutory draftsman- 
ship. In the 1954 Code, the provisions relating 
to payments under written separation agree- 
ments (Sec. 71(a)(2)) were drafted as a sepa- 
rate category in addition to, and not in lieu of, 
the 1939 Code provisions relating to alimony 
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opening a prior decree. It is suggested that 
the final regulations take a stand on this 
issue.” 


In unusual cases, the requirements of a 
“written separation agreement” may prove 
more restrictive than “a written instrument 
incident to such divorce or separation.” 
The former implies that the signatures of 
both parties are required, whereas a letter 
signed by the husband was held to consti- 
tute a written instrument under the 1939 
Code.” On the other hand, the written 
separation agreement is not required to be 
a legally enforceable instrument under local 
law,” whereas the written instrument has 
been held to require that a legal obligation 
be imposed or, at least, that it constitute a 
reduction to writing of a prior legal obligation.” 


Thus, while the 1954 Code resolved many 
of the problems arising from the require- 
ment of a decree of divorce or of legal 
separation, the present provisions permitting 
alimony treatment for payments under writ- 
ten separation agreements may give rise to 
a host of new questions.” 


Installment Payments 


To be deductible as alimony or separate 
maintenance payments, the payments must 
be periodic.* This is true whether the pay- 
ments are pursuant to a decree or are made 
under a written separation agreement. 


and separate maintenance payments. (The 
latter, being the first part of Sec. 22(k) of the 
1939 Code, was substantially re-enacted as Sec. 
7Ti(a)(1) of the 1954 Code.) Thus, if post- 
divorce agreements are to be tested under Sec. 
7l(a)(2) rather than under Sec. 7l(a)(1), it 
might be argued that this view would leave 
little or no room for Sec. 71(a)(1) to operate. 
On the other hand, Treasury recognition of 
payments under postdivorce agreements would 
seem to more fully accord with the apparent 
Congressional purpose of permitting separated 
spouses to settle the incidence of tax by agree- 
ment. See, for example, Joslyn v. Commis- 
sioner, 56-1 ustc { 9341, 230 F. (2d) 871 (CA-7), 
in which the court indicates that there is noth- 
ing reprehensible nor improper in applying for 
alteration of a court decree adjudging alimony 
in order to obtain a tax advantage. 

2» Floyd W. Jefferson, cited at footnote 9. 

71 Proposed Regs. Sec. 1.71-1(a)(2)(i). 

22 Maurice Fizler, cited at footnote 8. 

23 For example, what is meant in the proposed 
regulations by the phrase ‘‘altered or modified 
in writing by the parties in any material re- 
spect’’? (Proposed Regs. Sec. 1.71-1(b)(2)(ii).) 
Will the requirement of materiality be sus- 
tained by the courts? See comment by Powell, 
“Separation and Divorce: Income, Gift and 
Estate Tax Consequences,"’ Proceedings of New 
York University Fifteenth Annual Institute on 
Federal Taxation, pp. 763, 772. 

241954 Code Secs. 71(a)(1), 
71(a) (3). 


7Ti(a)(2) and 
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The “periodic” requirement was contained 
in the original alimony provisions of the 
1939 Code.” The 1954 Code carries it over 
to payments under a decree for support” 
and to payments under a written separation 
agreement,” as well as to payments received 
after a decree of divorce or of separate 
maintenance pursuant to the decree or un- 
der a written instrument incident to divorce 
or separate maintenance.” 


“Periodic” is not affirmatively defined in 
the statute. Instead, the statute provides 
that “periodic” does not require that the 
payments be made at regular intervals,” 
and it does not include payments of a prin- 
cipal sum payable in installments over a 
period of ten years or less.” Payments 
made over a period of more than ten years 
qualify as installment payments to the ex- 
tent that in any single taxable year they do 
not exceed 10 per cent of the principal sum.” 


Under the 1939 Code the courts experienced 
considerable difficulty in fixing upon what 
Congress meant by “periodic.” The Tax 
Court adopted and adhered to the view that 
payments wre installments payable in ten 
years or less even though no principal sum 
was specified in the decree or instrument 
if a maximum total sum could be ascer- 
tained from all the provisions of the decree 
or instrument taken as a whole.” For this 
purpose, contingencies which might reduce 
the maximum payable were disregarded so 


*5 1939 Code Sec. 22(k). 

26 1954 Code Sec. 71(a)(3). 

27 1954 Code Sec. 71(a)(2). 

8 1954 Code Sec. 71(a)(1). 

2% 1954 Code Secs. 71(a)(1), 7il(a)(2) and 71 
(a)(3). 

% 1954 Code Sec. 71(c). 

* 1954 Code Sec. 71(c)(2). 

= J. B. Steinel, CCH Dec. 16,287, 10 TC 409; 
Frank P, Orsatti Estate, CCH Dec. 16,793, 12 
TC 108; Frank R. Casey, CCH Dec. 16,806, 
12 TC 224: Harold M. Fleming, CCH Dec. 
17,715, 14 TC 1308; Hdward Bartsch, CCH Dec. 
18,896, 18 TC 65. 

%’ Where the alimony payable fluctuated with 
the husband's earnings, the Tax Court held the 
payments periodic since the provisions of the 
decree or agreement did not fix a total sum 
payable. (Roland K. Young, CCH Dec. 16,363, 
10 TC 724 (acq.); John H, Lee, CCH Dec. 
16,386, 10 TC 834 (acq.).) But where definite 
installments were payable over a period of 
less than ten years but were stated to be sub- 
ject to reduction if the husband’s income were 
materially reduced, the Tax Court disregarded 
the contingency in the absence of proof that it 
had, in fact, occurred. (James M. Fidler, CCH 
Dec. 19,906, 20 TC 1081, rev'd on this issue, 56-1 
ustc § 9309, 231 F. (2d) 138 (CA-9, 1955); Clay 
W. Prewett, Jr., CCH Dec. 20,327, 22 TC 270, 
rev'd, 55-1 ustc { 9349, 221 F. (2d) 250 (CA-8). 

“HF. Ellsworth Baker, CCH Dec. 18,869, 17 
TC 1610, rev'd on this issue, 53-1 ustc { 9437, 
205 F. (2d) 369 (CA-2); John A. Isfalt, CCH 


754 





October, 1957 @ 


long as the contingencies had not occurred,” 


For example, if the agreement or decree 
provided that the alimony payments would 
cease upon the wife’s death or remarriage, 
the Tax Court would nevertheless find that 
the agreement or decree imposed an obliga- 
tion to pay a specified principal sum.% The 
circuit courts, on the other hand, treated 
payments as periodic and not installments 
where the payments were to be made over 
a period of ten years or less but were sub- 
ject to contingencies, such as death or re- 
marriage, which reduced or eliminated the 
amounts thereafter payable.” 


The proposed regulations adopt the view 
of the circuit courts.” They provide that 
payments in the nature of alimony or in 
the nature of an allowance for support, which 
are paid over a period of ten years or less, 
may still qualify as periodic payments if the 
payments are subject to one or more of 
the following contingencies: (1) death of 
either spouse, (2) remarriage of the wife,” 
(3) change in economic status of either 
spouse. 


According to the proposed regulations, 
it is immaterial whether these contingencies 
are set forth in the governing instrument,” 
or whether they “are imposed by local law.” ™ 


This latter provision of the proposed 
regulations may provide unexpected tax re- 
sults for some property settlements. For 
example, assume a property settlement in 


Dec. 21,082, 24 TC 497, rev'd, 56-1 ustc { 9317 


(CA-7). 

*® Baker v. Commissioner, cited at footnote 34: 
Davidson v. Commissioner, 55-1 ustc { 9213, 219 
F. (2d) 147, (CA-9); Fidler v. Commissioner, 
cited at footnote 33; Prewett v. Commissioner, 
cited at footnote 33: Birdwell v. Commissioner, 
56-2 ustc { 9724, 235 F. (2d) 112 (1956). Cf. 
Smith Estate v. Commissioner, 53-2 ustc § 9616, 
208 F. (2d) 349 (CA-3). The Ninth Circuit has 
gone so far as to hold that payments of a 
designated amount for a designated number of 
years do not constitute a principal sum ‘“‘spe- 
cified’’ in the governing instrument. (Myers v. 
Commissioner, 54-1 ustc § 9401, 212 F. (2d) 448 
(CA-9), rev’g CCH Dec. 19,328(M), 11 TCM 
1163.) In the Myers case, there was no con- 
tingency of remarriage and the contingency 
of death (payments to cease at death of either 
party) arose only under local law, but the court 
made no reference to contingencies in its deci- 
sion. 

% Proposed Regs. Sec. 1.71-1(d). 

“If the alimony payments were made by wife 
to the husband, the term ‘‘wife’’ under those 
circumstances would presumably read ‘‘hus- 
band.’’ See 1954 Code Sec. 7701(a)(17) which 
provides that the terms are to be interchanged 
where the wife rather than the husband makes 
the alimony payments. 

% The governing instrument may be either the 
decree, a written instrument incident to divorce 
or separation, or a written separation agreement. 

® Proposed Regs. Sec. 1.71-1(d)(3) (ii). 
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which the wife is to receive $50,000, pay- 
able $10,000 a year over a five-year period 
and the settlement is silent as to the effect 
of the wife’s remarriage. These payments 
would generally be regarded as installment 
payments of a lump sum which would be 
nontaxable to the wife; however, if under 
applicable local law, the right to alimony 
payments terminates on the wife’s remar- 
riage, the proposed regulations would con- 
vert these payments into periodic payments 
because of the “contingency.” 


This local law requirement of the pro- 
posed regulations appears to introduce an 
unnecessary element of uncertainty into 
property settlements. None of the circuit 
court decisions, which presumably led the 
Treasury to adopt the “contingency” view, 
appear to relate to a contingency imposed 
by local law. Instead, the contingency in 
each case was contained in the agreement 
executed by the parties.” This appears 
more nearly in accord with the statutory 
provisions which give considerable weight 
to the terms of the governing instrument “ 
and in accord with the Congressional pur- 
pose which declared an intention to provide 
a uniform tax treatment of alimony regard- 
less of variance in the laws of different states.” 


If the Treasury adheres to its local law 
requirement in the final regulations, it is 
to be hoped that the regulations will include 
a more detailed explanation of what is 
meant by a contingency “imposed by local 
law.” The most definite and, therefore, pre- 
sumably the preferred interpretation would 
be that the divesting effect of one or more 
of the specified contingencies would have to 
be specifically set forth in a state statute. 
Under the somewhat cryptic language of 
the proposed regulations, there is no assur- 
ance that such an interpretation would be 
given to local law contingencies. 





“See, for example, Baker v. Commissioner, 
cited at footnote 34; Davidson, cited at footnote 
35. In the Myers case, cited at footnote 35, 
counsel for the taxpayer argued in the Tax 
Court that the payments were periodic because 
of the contingency arising under local law (pay- 
ments would cease at death of either party since 
the instrument was silent on this point); but 
the Tax Court did not accept this argument 
in view of its prior decisions on this issue. In 
reversing the Tax Court, the Ninth Circuit ap- 
peared to rely solely on the fact that a specific 
total sum was not mentioned in the instrument 
and did not discuss the argument that the 
payments were periodic because of the con- 
tingency imposed by local law. 

" See, for example, 1954 Code Sec. 71(b) which 
denies alimony treatment to that part of a 
payment ‘‘which the terms of the decree, instru- 
ment, or agreement fix’’ as a sum payable for 
the support of minor children. 
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Should the local law requirement be re- 
tained in the final regulations, it is recom- 
mended that any prior settlements in which 
payments have been deemed nontaxable to 
the wife (and nondeductible by the hus- 
band) be reviewed to determine if their 
tax effect has been altered by the regulations. 


Payments for Support 
of Minor Children 


Alimony and separate maintenance pay- 
ments “ are not deductible by the husband 
(and, correspondingly, are not taxed as in- 
come to the wife) to the extent that, under 
the terms of the controlling instrument, the 
payment is fixed as a sum payable for the 
support of minor children.“ 


Where the husband’s actual payments are 
less than the payments called for by the 
controlling instrument, there is a statutory 
presumption that the payments are made 
first in discharge of the obligation of child 
support.® 


The statutory purpose seems clear. If 
the controlling instrument specifies that pay- 
ments are to be for the support of the wife 
and the children and it does not “fix” a 
portion of the payments as payable for sup- 
port of the children, then the entire payment 
will qualify either as alimony or as a sepa- 
rate maintenance payment, as the case may be. 


Difficulty arises in applying these princi- 
ples to the complicated terms of some prop- 
erty settlements. What is meant by an 
amount which “the terms of the . . . in- 
dtrument- 6: EB... -Os payable 
for the support of minor children”? 


The proposed regulations require that the 
sum payable for the support of the children 
be “specifically designated” in the control- 
ling instrument.“ To determine whether 
such an amount is “specifically designated,” 


“The Senate Finance Committee stated as 
follows in explanation of the alimony provi- 
sions in the Revenue Act of 1942: ‘‘In addition, 
the amended sections will produce uniformity in 
the treatment of amounts paid in the nature of, 
or in lieu of, alimony regardless of variance in 
the laws of different states concerning the ex- 
istence and continuance of an obligation to pay 
alimony.’ (S. Rept. 1631, 77th Cong., 2nd 
Sess., p. 83.) 

* The term ‘‘separate maintenance payments” 
in this context encompasses payments under a 
written separation agreement, under a decree of 
separate maintenance or a written instrument 
incident to separate maintenance, or under a 
decree for support. 

** 1954 Code Sec. 71(b). 

* 1954 Code Sec. 71(b). 

* Proposed Regs. Sec. 1.71-1(e). 
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it has been held that the instrument must be 
read as a whole.” But according to the 
Court of Appeals for the Second Circuit in 
the recent Weil case,“ the Tax Court has 
gone beyond this function and has “adopted 
the position that it is enough if anywhere 
in the instrument there is mentioned a sum 
thought to be appropriate for the support 
of minor children under some circumstances.” “ 


In its decision in the Weil case, the Tax 
Court relied primarily upon an article of 
the agreement which specified a designated 
amount for support of the children which 
was to apply only in the event of the wife’s 
remarriage and so long as the children con- 
tinued to reside with the wife.” In revers- 
ing the Tax Court on this issue, the Second 
Circuit interpreted the agreement as pro- 
viding that the wife undertook the obliga- 
tion of supporting the children and that, 
except in the event of the wife’s remarriage 
(which had not, in fact, occurred), no part 
of the husband’s alimony payments was 
restricted to the purpose of providing for 
the children’s support.” 


If the broader viewpoint of the Second 
Circuit is adopted by the other circuit courts 
and if the Tax Court adheres to its view 
of a strict and technical examination of the 
instrument, increased litigation over the 
question of child support payments in prop- 
erty settlements appears to be in prospect.” 


Life Insurance Policies 


Assignments of life insurance policies are 
relatively commonplace in marital property 
settlements. The life insurance proceeds 
may give the divorced wife a degree of 
financial security which she could not other- 
wise secure. The husband will generally 
prefer to assign insurance policies than to 


“ Robert W. Budd, CCH Dec. 15,295, 7 TC 
413, aff'd per curiam 47-2 ustc { 9302, 177 F. 
(2d) 198 (CCA-6); Mandel v. Commissioner, 50-2 
ustc { 9478, 185 F. (2d) 50 (CA-7); Warren Les- 
lie, Jr., CCH Dec. 16,383, 10 TC 807; Harold M. 
Fleming, cited at footnote 32: Sawe P. Gantz, 
CCH Dec. 20,794, 23 TC 576; Mark B. Deitsch, 
CCH Dec. 21,825, 26 TC 751; Dorothy R. Hir- 
shon Estate, CCH Dec. 22,077, 27 TC 558: Tru- 
man W. Morsman, CCH Dec. 22,070, 27 TC 520. 
Contrast, Dora H. Moitoret, CCH Dec. 15,352, 
7 TC 640; Henrietta 8. Seltzer, CCH Dec. 20,298, 
22 TC 203. 

* Weil v. Commissioner, 57-1 ustc { 9346, 240 
F. (2d) 584 (CA-2). 

“See case cited at footnote 48, at p. 587. 

% Beulah Weil, CCH Dec. 20,407, 22 TC 612. 

5t See case cited at footnote 48. 

5% Resolution of these differences by the Su- 
preme Court or Congress appears unlikely. 

% TI. T. 4001, 1950-1 CB 27. 

* Rev. Rul. 57-125. 

% See Carl G. Ortmayer, CCH Dec. 22,335, 28 
TC —, No. 11; Weil case, cited at footnote 48. 
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part with cash or securities. He may agree 
to continue to pay the premiums until the 
polices are paid up. 


From a tax standpoint, these life insur- 
ance assignments may lead to litigation. 


Where the husband is required, either 
under the terms of the agreement or the 
decree itself, to continue to pay the premi- 
ums on the policies which have been assigned 
to his wife, he will undoubtedly believe that 
he is entitled to an alimony deduction for 
the premiums paid. Whether, in fact, he 
will receive an alimony deduction depends 
upon the terms of the assignment. 


Under the view of the Internal Revenue 
Service, he is entitled to an alimony deduction 
(assuming the payments otherwise qualify) 
only if the policies are irrevocably assigned 
to his wife and she has all incidents of 
ownership in the policies.” If the wife has 
less than full ownership of the policies, no 
part of the premiums are deductible by the 
husband. This is the result even in the 
extreme case in which the husband is re- 
quired by the divorce decree to continue to 
pay the premiums on policies which he has 
agreed to keep in full force and effect with 
his wife as primary beneficiary.“ The hus- 
band is denied the deduction on the ground 
that he remains the owner of the policies 
despite the fact that he obtains no economic 
benefit from his retention of title.” 


This restrictive view has not always been 
followed by the courts in the past, although 
it now appears that the Tax Court and most 
of the circuit courts require that the hus- 
band assign the policies to the wife abso- 
lutely or that she have a present financial 
benefit from the premium payments before 
he will receive a deduction for the premiums 
paid.” 


% Weil v. Commissioner, cited at footnote 48, 
aff'g, on this issue, CCH Dec. 20,407, 22 TC 
612; CCH Dec. 20,808, 23 TC 630; CCH Dec. 
21,213(M), 14 TCM 966. See also, Lillian B. 
Smith, CCH Dec, 20,024, 21 TC 353; Raoul 
Walsh, cited at footnote 4; Seligmann v. Com- 
missioner, 53-2 ustc {§ 9580, 207 F. (2d) 489 
(CA-7). See discussion by Hill, ‘‘The Present 
Status of Alimony Payments,'’ Proceedings of 
New York University Thirteenth Annual Insti- 
tute on Federal Taxation, pp. 31, 47. 

The above cases involve the issue of whether 
the wife has sufficient incidents of ownership 
in the policies so that the husband's payment of 
premiums is treated as a constructive receipt 
of income by her. Where the wife is the ab- 
solute owner of the policies, the husband may 
still lose the alimony deduction if he pur- 
chases the policies with single premium pay- 
ments, assigning to his wife all rights therein. 
(Samuel Morrison, CCH Dec. 21,802(M), 15 
TCM 740.) 
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Temporary Alimony and Support Payments 


A potentially prolific source of litigation 
under the 1939 Code was found in the tax 
treatment of alimony paid under an interlo- 
cutory decree.” Litigation also arose over 
the question of deducting payments of ali- 
mony pendente lite™ and payments under 
a decree for support where the decree did 
not provide for separate maintenance.” 


Interlocutory decrees.—In the case of 
alimony paid under an interlocutory decree, 
the Internal Revenue Service took the posi- 
tion that periodic payments could qualify 
under Section 22(k) as deductible alimony 
since the parties were legally separated “un- 
der a decree of divorce or of separate main- 
tenance.” The other side of the coin was 
that such payments were taxable income to 
the wife. In the Evans case," the wife re- 
fused to accept this result. The courts sus- 
tained her on the theory that a Colorado 
interlocutory decree was neither a decree of 
divorce “ nor a decree of separate maintenance.” 


This result was in accord with the posi- 
tion of the Tax Court and the Fourth Cir- 


51 See Commissioner v. Evans, 54-1 ustc { 9290, 
211 F. (2d) 378 (CA-10), aff’'g CCH Dec. 19,528, 
19 TC 1102. 

8% George D. Wick, CCH Dec. 15.375, 7 TC 
723, aff'd per curiam, 47-1 ustc { 9275, 161 F. 
(2d) 732 (CCA-3); Joseph A. Fields, CCH Dec. 
17,698, 14 TC 1202; Robert A. McKinney, CCH 
Dec. 18,250, 16 TC 916; Tressler v. Commis- 
sioner, 56-1 ustc § 9102, 228 F. (2d) 356 (CA-9, 
1955); Richardson v. Commissioner, 56-2 ustc 
7 9609, 234 F. (2d) 248 (CA-4), aff'g CCH Dec. 
21,197(M), 14 TCM 941. 

% Frank J. Kalchthaler, CCH Dec. 15,336, 7 
TC 625; Isidore Goodman, CCH Dec. 17,022(M), 
8 TCM 547; John B. Keleher, CCH Dec. 21,605, 
25 TC 1154: William H. Moorhead, CCH Dec. 
21,639(M), 15 TCM 319. 

See I. T. 3761, 1945 CB 76, holding that a 
California interlocutory decree of divorce was 
a ‘“‘decree of divorce or of separate mainte- 
nance’’ which legally separated the parties 
and was thus within the intendment of Sec. 
22(k) of the 1939 Code. 

*1 Cited at footnote 57. 

® The circuit court in Commissioner v. Evans, 
cited at footnote 57, cited Colorado decisions 
holding that an interlocutory decree of divorce 
did not dissolve the marriage relationship nor 
alter the marital status. (Doty v. Doty, 103 
Colo. 543, 88 Pac. (2d) 573.) 

*® The circuit court pointed out that under 
Colorado law a decree of separate maintenance 
was intended to effect a permanent change of 
status—a final decree from bed and board— 
whereas an interlocutory decree of divorce was 
intended to provide a ‘‘cooling off’’ period. 
(Commissioner v. Evans, cited at footnote 57.) 

* Marriner 8. Eccles, CCH Dec. 19,508, 19 
TC 1049, aff'd per curiam, 54-1 ustc { 9129, 208 
F. (2d) 796 (CA-4, 1953). 

*® The Tax Court held that under Utah law 
an interlocutory decree of divorce did not con- 
stitute a decree of divorce. nor did it constitute 
a decree of separate maintenance, but that in- 
stead the parties remained husband and wife 
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cuit in the Eccles case“ in which it was held 
that a joint return could be filed by spouses 
separated under a Utah interlocutory decree 
of divorce.” In Eccles, the Commissioner 
cited the legislative history of the Revenue 
Act of 1948 in support of his contention 
that an individual was legally separated 
(and therefore not entitled to file a joint 
return) where an interlocutory decree of 
divorce had been entered; but the Tax 
Court was not satisfied that the committee 
reports stood for the proposition advanced 
by the Commissioner.” 


Despite similar holdings by other courts,” 
the Commissioner refused until quite re- 
cently to abandon his nonacquiescences in 
the Eccles and Evans cases. In a recently 
published revenue ruling,” the Commissioner 
withdrew his nonacquiescences in both these 
decisions and, at the same time, revoked a 
number of prior rulings.” This complete 
policy reversal will permit spouses sepa- 
rated under an interlocutory decree of di- 
vorce to file a joint income tax return, unless 
the interlocutory decree becomes final prior 


throughout the taxable years. They were there- 
fore entitled to file a joint return under Sec- 


tion 51(b) of the 1939 Code. (See case cited 
at footnote 64.) 
* “The second rule is that an individual 


legally separated (although not absolutely di- 
vorced) from his spouse under a decree of 
divorce or of separate maintenance shall not 
be considered as married. Similar rules for the 
determination of status are provided in section 
23(aa)(6) of the Code (as added by section 
302(c) of the bill), relating to the standard de- 
duction, and in section 51(b)(5) of the Code (as 
added by section 303 of the bill) relating to 
joint returns. A uniform construction of all 
these provisions is intended. The rule with 
repect to the marital status of an individual 
legally separated from his spouse under a decree 
of divorce or of separate maintenance is de- 
rived from a corresponding provision in section 
22(k) of the Code, relating to the tax treatment 
of alimony and like payments."’ (S. Rept. 1013, 
80th Cong., 2nd Sess.) 

* Case cited at footnote 64. 

8 Commissioner v. Ostler, 56-2 ustc { 9962, 
237 F. (2d) 501 (CA-9): U. 8. v. Holcomb, 56-2 
ustc § 9963, 237 F. (2d) 502 (CA-9); Hllik v. 
U. S., 56-1 ustc { 9184 (DC Calif., 1955); Joyce 
P. Lane, CCH Dec. 21,763, 26 TC 407; J. B. Cal- 
houn, Jr., CCH Dec. 21,983, 27 TC —, No. 11. 

® Rev. Rul. 57-368, I. R. B. 1957-32 (August 
12, 1957). 

%’% The rulings revoked were the following: 
I. T. 3761, 1945 CB 76; I. T. 3934, 1949-1 CB 5&4; 
I. T. 3942, 1949-1 CB 69, which held that the par- 
ties to a California interlocutory decree of di- 
vorce were considered legally separated for 
purposes of filing a joint return and claiming 
exemption for a spouse; Rev. Rul. 55-178, 1955-1 
CB 322, which held that an interlocutory decree 
of divorce would be considered a legal separa- 
tion under a decree of divorce or of separate 
maintenance for purposes of the alimony provi- 
sions of the 1939 Code. 
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to the close of their taxable year. While 
the Commissioner’s withdrawal of nonacqui- 
escences in the Eccles and Evans cases and 
his revocation of earlier rulings related to 
1939 Code years, the new ruling also per- 
mits spouses separated under an interlocu- 
tory decree to file a joint return for 1954 
Code years.” 


With respect to periodic payments under 
an interlocutory decree of divorce, the new 
ruling restates the rule set forth in the pro- 
posed regulations that these payments are 
deductible by the husband and are includable 
in the wife’s gross income under the provi- 
sions of Section 71(a)(3) of the 1954 Code.” 


Alimony pendente lite and decrees for 
support.—In the case of payments under a 
decree of alimony pendente lite, such pay- 
ments were held nondeductible under the 
1939 Code because they were not made 
after a decree of divorce or of separate 
maintenance.” Under the 1954 Code and 
proposed regulations, such payments may 
be deductible under Section 71(a)(3) if 
made under a decree of any type, provided 
that the decree is entered or modified after 
March 1, 1954." 


Similarly in the case of payments under 
a decree for support where no change in 
marital status is adjudged, payments may 
qualify as deductible alimony if the pay- 
ments are made after August 16, 1954, and 
are pursuant to a decree of support entered 
or modified after March 1, 1954." Under 
the 1939 Code, such payments were not 


treated as deductible alimony because of 
the absence of a decree of divorce or legal 
separation.” 


Thus, the 1954 Code and proposed regula- 
tions have resolved most of the tax ques- 
tions which arose under the prior Code with 
respect to temporary alimony and support 
payments under a decree. 


Conclusion 


The provisions of the 1954 Code and the 
proposed regulations relating to the income 
tax treatment of alimony and separate main- 
tenance payments represent a major step 
forward in clarifying this narrow but highly 
technical area of the tax law. There still 
remain, however, a number of important 
problems which are likely to involve di- 
vorced or separated spouses in disputes with 
the Commissioner over the proper tax treat- 
ment of their alimony or separate mainte- 
nance payments. Foremost among these are 
the proper treatment of installment pay- 
ments of alimony where the total amount 
payable may not be absolutely fixed and 
certain because of contingencies imposed by 
local law. Also, the question of the proper 
treatment of payments under a written agree- 
ment executed by the parties after divorce 
is likely to be a source of future litigation. 
It is believed that the Treasury can reduce 
the impact of these problems by a realistic 
approach to them in its final regulations. 
It is to be hoped that this will be the result. 

[The End] 


PUBLIC UTILITY TAX RATES INCREASED 


The average rate of taxation for 
public utilities has been increased in 
New Jersey to $83.08 per $1,000 for 
1957. This is an increase of $4.20 per 
$1,000, compared to the average rate 
last year of $78.88 per $1,000. Kansas 
has increased the maximum assess- 
ment of utilities for maintenance of 
the Public Utility Commission from 
$150,000 per year to $200,000. The 
rate for the year ending June 30, 1957, 





on Rev. Rul. 57-368, I. R. B. 1957-32 (August 12, 
1957). 

™ Under the statute, this rule applies to pay- 
ments made after August 16, 1954, under a de- 
cree entered after March 1, 1954. Under the 
proposed regulations, a decree which is modified 
by a court order entered after March 1, 1954, is 
treated as a decree entered after that date. 
(Proposed Regs. Sec. 1.71-1(b)(3)(ii).) The 
payments, however, must be periodic and the 
Commissioner is careful to point out that revoca- 
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has been established as .08031715 per 
cent; the 1956 figure was .0634795 
per cent. In Missouri the total amount 
of assessment levied on public utilities 
for maintenance of the Public Serv- 
ice Commission has also been increased 
from $300,C00 to $400,000 for the fiscal 
year. Ohio’s maintenance tax on pub- 
lic utilities has been increased, not to 
exceed $725,000. The rate in 1957 has 
been established at .055089770 per cent. 


tion of I. T. 3934 and I. T. 3944 does not af- 


fect the question of whether payments limited 
to the duration of an interlocutory decree con- 
stitute periodic payments for purposes of Sec. 
71(a)(3) of the 1954 Code. 

™ See cases cited at footnote 58. 

™ Proposed Regs. Sec. 1.71-1(b)(3). 

% 1954 Code Sec. 71(a)(3); Proposed Regs. 
Sec. 1.71-1(b) (3). 

® See cases cited at footnote 59. 
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Sale of a Contract— 


Capital Gain or Ordinary Income 
By CARY ANN BECHLY 


To achieve capital gains status for consideration received 

for the assignment or cancellation of an agency, franchise, distributorship 
or similar contract outside the scope of Section 1241, the taxpayer 

must first establish that a property right exists which 

is more than a mere right to perform services or receive income 

and which can be transferred. He must also prove that this property 


right exists in the hands of the transferor. 


ISPOSING of a contract in return for 

a valuable consideration may result in 
a serious income tax problem as to whether 
the taxpayer has realized capital gain or 
ordinary income. This question arises with 
respect to various kinds of contracts, and 
particularly in the field of leases, life estates, 
employment contracts, franchises, agency 
contracts and distributorships. In some of 
these fields the law is well settled, while 
in others it is extremely difficult to find 
an answer. 


There are three principal grounds upon 
which the Commissioner of Internal Reve- 
nue usually bases his contention that the 
disposition of a contract or of rights under 
a contract must be held to result in ordi- 
nary income. These three principal lines 
of attack are (1) that the contract was not 
a capital asset; (2) that consideration re- 
ceived for the assignment was merely a 
substitute for the income which would 
otherwise have been received under the 
contract and, therefore, retained the same 
character; and (3) that the assignment was 
not a sale or exchange. The application of 
these contentions to the various types of 
contracts is considered in the discussion 
which follows. 


Leases 


Where the contract which is assigned is 
a lease, the income tax status of the con- 
sideration has been well established through 
a long series of court decisions, Treasury 
rulings and the enactment of Section 1241 
of the Internal Revenue Code of 1954. The 
courts and the Internal Revenue Service 
have reached a consistent view that even 
for years prior to the effective date of the 
Internal Revenue Code of 1954, amounts 
received by a lessee for either the assign- 
ment or termination of a leasehold interest 
constitute proceeds of the sale of a capital 
asset. In this situation a sale is held to have 
occurred regardless of whether the transfer 
is to a third person or to the lessor.” The 
theory of the decisions is that a sale or an 
exchange occurred even where the lease was 
merely canceled or terminated, rather than 
being transferred to a third person, because 
substantial property rights were in fact 
transferred to the lessor as a result of the 
cancellation or termination. 


For years subject to the 1954 Code, this 
point is covered by Section 1241 which pro- 
vides that amounts received by a lessee for 
the cancellation of a lease shall be con- 





1 Walter H. Sutliff, CCH Dec. 12,423, 46 BTA 
446 (1942), acq., 1942-1 CB 16; Commissioner v. 
Golonsky, 52-2 vustc 19553, 200 F. (2d) 72 
(CA-3), cert. den., 345 U. S. 939; McCue 
Brothers & Drummond, Inc., 54-1 uste { 9273, 
210 F. (2d) 752 (CA-2), cert. den., 348 U. S. 
829; Commissioner v. Ray, 54-1 ustc { 9235, 210 
F. (2d) 390 (CA-5), cert. den., 348 U. S. 829. 


Sale of a Contract 


In 1956 the Commissioner withdrew his non- 
acquiescences in the Golonsky, McCue and Ray 
cases and accepted the rule that even under the 
1939 Code, amounts received by a lessee for 
the surrender of a leasehold interest in real 
estate constitute the proceeds of a sale of a 
capital asset. (Rev. Rul. 56-531, I. R. B. 1956-43, 
24.) 


759 














Miss Bechly is a member of the Illinois bar 
and an associate in the Chicago 
law firm of Kirkland, Fleming, Green, Martin & Ellis. 





sidered as amounts received in exchange 
for such lease. The leasehold interest must, 
of course, qualify as a capital asset or fall 
within the provisions of Section 1231 as 
property used in the trade or business, if 
the proceeds are to be taxed as capital gain. 


Where the situation is reversed and a 
payment is made by the lessee to the lessor 
for release from the obligations of the lease, 
the same rule does not apply. Section 1241 
of the 1954 Code has no application in this 
situation, and under the decisions and rul- 
ings the payments to the lessor are con- 
sidered to be merely a substitute for the 
rental payments which he would otherwise 
have received under the lease and, there- 
fore, are taxable as ordinary income. This 
is the Supreme Court’s rule in the Hort 
case.” No sale or exchange is considered 
to have occurred because no property rights 
are transferred by the lessor to the lessee; 
there is merely the extinguishment of the 
lease. 


An assignment of the lease without con- 
sideration by the lessor to a third person 
is ordinarily ineffective to relieve the lessor 
of tax on the rental income; for income tax 
purposes such an assignment is considered 
to be merely an assignment of income and 
not an assignment of an interest in the 
property which produces the income.’ A 
conflict has arisen on this point where an 
assignment is made of the lessor’s “rights 


as landlord,” as distinguished from a mere 
assignment of rents;* however, it seems 
doubtful whether such technical niceties of 
language will afford lessors any consistent 
escape from taxation on rental income. 


Since the tendency is to apply the gratu- 
itous assignment rules to cases involving 
assignments for a consideration; it is probable 
that the courts would follow the same rule 
where the lessor assigns his rights under 
the lease to a third person for a considera- 
tion, and would hold that the consideration 
is taxable as ordinary income. 


Life Interests 


The theory of the Hort case, cited at 
footnote 2, is not carried over to result 
in denial of capital gain where a life tenant 
relinquishes his interest to the remainder- 
man. The courts have concluded that the 
“sale” or “surrender” of a life interest, 
whether it is to a third person or to the 
remainderman, is the sale of a capital asset 
and results in capital gain.® 

The Commissioner in resisting this rule 
made a strong argument that the lump sum 
received by the life tenant for the life inter- 
est was merely a substitute for the income 
which would otherwise have been received 
and taxed as ordinary income, and that 
therefore the lump sum was ordinary in- 
come under the Hort decision. The courts 
found, however, that there was a transfer 





* Hort v. Commissioner, 41-1 ustc { 9354, 313 
U. S. 28, aff'g 40-1 ustc { 9490, 112 F. (2d) 167 
(CA-2), aff’'g CCH Dec. 10,694, 39 BTA 922. 
This rule has been adopted by the Commis- 
sioner in Rev. Rul. 129, 1953-2 CB 97, and re- 
affirmed in Rev. Rul. 56-531, I. R. B. 1956-43, 24. 

* The courts cite the usual ‘‘fruit of the tree’’ 
line of cases; for example, Harrison v. Schaff- 
ner, 41-1 ustc § 9355, 312 U. S. 579; Helvering 
v. Horst, 40-2 ustc § 9787, 311 U. S. 112, and 
Helvering v. Eubank, 40-2 ustc § 9788, 311 U. S. 
122: and Blair v. Commissioner, 37-1 ustc { 9083, 


300 U. S. 5. See Galt v. Commissioner, 54-2 
ustc { 9457, 216 F. (2d) 41 (CA-7), and Com- 
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missioner v. Sunnen, 48-1 ustc { 9230, 333 U. S. 
591; and cases cited at footnote 4. 

*U. 8. v. G. Richard Shafto, 57-2 usrc { 9859 
(CA-4), rev’g 57-1 ustc § 9334 (DC S. C.); dis- 
agreeing with Lum v. Commissioner, 45-1 ustc 
{ 9155, 147 F. (2d) 356 (CCA-3). 

5 See footnote 16. 

* Bell’s Estate v. Commissioner, 43-2 ustc 
{ 9565, 137 F. (2d) 454 (CCA-8); McAllister v. 
Commissioner, 46-2 ustc { 9337, 157 F. (2d) 235 
(CCA-2), cert. den., 330 U. S. 826; Allen v. First 
National Bank & Trust Company in Macon, 46-2 
ustc { 9367, 157 F. (2d) 592 (CCA-5), cert. den., 
330 U. S. 828. 
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of an interest in property (relying on Blair 
v. Commissioner") and not merely an antici- 
pation of future income. 


Employment Contracts 

Where the contract which is assigned is 
an employment contract, the law is also 
well settled. All three of the Commissioner’s 
usual contentions are approved by the courts 
in holding that a lump sum payment re- 
ceived for the cancellation or release of an 
employment contract is taxable as ordinary 
income, rather than as capital gain.’ It is 
held that an employment contract, while it 
may constitute property, is not a capital 
asset because it is only a contingent right 
to receive compensation for services to be 
performed in the future. The courts also 
adopt the theory that the amount received 
is, in effect, a substitute for the compensation 
which would otherwise have been received 
under the contract and, therefore, retains 
the same character. The third factor is 
that ordinarily there is no sale because the 
contract depends upon the employee’s skill 
in performing the services, and the transfer 
of rights in such a contract to another per- 
son who is not in a position to perform the 
services amounts to a termination of the 
contract rather than a sale. 


The leading cases are Thurlow E. McFall® 
and George K. Gann.” Both decisions in- 
volved the termination of an employment 
contract which still had several years to 
run. In both cases the Board of Tax Appeals 
held that the individual’s personal qualifica- 
tions and skill in performing services were 
a material ingredient of the contract and 
that, therefore, the contract could not be 
sold. In the Gann case the board also relied 
on the Hort case in considering the lump 
sum as being merely a substitute for the 
annual compensation under the contract. 
In the McFall case the contract was assigned 
to a third person who transferred it to the 
employer corporation for a consideration. 
The court said that the transfer of rights 


in a personal contract to another person 
not in a position to perform it amounts to 
a termination rather than a sale of the contract. 


These two decisions are cited and quoted 
very frequently in the numerous decisions 
which have followed them.” In a recent 
decision, Salem D. Caplan,” the Tax Court 
did not reiterate the various lines of reason- 
ing, but merely cited the “well established 
rule that payments received by an employee 
for the release of his employment contract 
are subject to tax as ordinary income.” 


In some decisions the courts point out 
that under an employment contract the em- 
ployee has no property right until the work 
is done. After the services have been per- 
formed, he has a fixed right to income, but 
a sale of this right is not effective for tax 
purposes because earned income is always 
taxable to the person who earns it under 
the doctrine of Lucas v. Earl,* and Helvering 
v. Eubank.“ This rule was applied in Her- 
man Shumlin,® in which a lump sum con- 
sideration was received by the taxpayer for 
the release of his rights to a percentage of 
the receipts from a motion picture made 
from a play which he had produced on 
Broadway. The Tax Court pointed out that 
the taxpayer’s rights under the contract 
were payment for his services as a producer 
and that the assignment of these rights after 
the services had been performed resulted in 
ordinary income under the Eubank rule. 


The Earl and Eubank cases involved gratu- 
itous assignments of income rights, in which 
cases the assignor remained taxable upon 
the income received by the assignee, on the 
theory of economic benefit or satisfaction 
to the donor. Where there is an arm’s- 
length assignment of income rights for a 
valuable consideration, the assignor realizes 
income only in the amount of the considera- 
tion received, and the assignee is taxable on 
receipts in excess of this amount, the amount 
of the consideration constituting the as- 
signee’s cost basis for income tax purposes.” 





™ Cited at footnote 3. 

® See cases cited at footnotes 9, 10 and 11. 

*CCH Dec. 9258, 34 BTA i108 (1936). 

% CCH Dec. 11,004, 41 BTA 388 (1940). 

4 Richard 8. Doyle, CCH Dec. 9950, 37 BTA 
323 (1938): W. Morgan Shuster, CCH Dec. 
11,239, 42 BTA 255 (1940); Charles J. Wil- 
liams, CCH Dec. 14,721, 5 TC 639 (1945); A. L. 
Parker, CCH Dec. 14,909, 5 TC 1355 (1945); 
Elmer John La Pointe, CCH Dec. 13,273(M), 
2 TCM 252 (1943); Frank Hodous, CCH Dec. 
17,714, 14 TC 1301 (1950); F. W. Jessop, CCH 
Dec. 18,143, 16 TC 498 (1951); Herman Shumlin, 
CCH Dec. 18,129, 16 TC 407 (1951): General 
Artists Corporation, CCH Dec. 18,846, 17 TC 
1517 (1952): Starr Brothers, Inc., CCH Dec. 
18,933, 18 TC 149 (1952); Leo Sanders, CCH 


Sale of a Contract 


Dec. 20,233, 21 TC 1012 (1954): Samuel Towers, 
CCH Dee. 21,011, 24 TC 199 (1955). 

12 CCH Dec. 22,325(M), 16 TCM 273 (1957). 

1% 2 ustc f 496, 281 U. S. 111 (1930). 

™ Cited at footnote 3. 

% Cited at footnote 11. 

1% Rhodes Estate v. Commissioner, 42-2 ustc 
{ 9691, 131 F. (2d) 50 (CCA-6), involved sale of 
rights to a dividend. The assignor was held 
taxable only on the amount actually received 
by him from the assignee. See also, Cotlow v. 
Commissioner, 56-1 ustc { 9127, 228 F. (2d) 186 
(CA-2, 1955), aff'g CCH Dec. 20,496, 22 TC 
1019, in which the assignee of insurance re- 
newal commissions was held taxable on his 
receipts in excess of the consideration paid by 

(Continued on following page) 
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Briefly, the general rule with respect to 
assignment of employment contracts is that 
prior to the time the services are performed, 
they do not constitute a capital asset which 
can be transferred, since the employee’s 
rights under the contract depend upon the 
performance of personal services by him. 
Any attempted assignment ordinarily re- 
sults merely in the termination of the con- 
tract rather than any transfer of property 
rights. After the services have been per- 
formed, the employee’s rights to compensa- 
tion may be assigned, but the compensation 
will remain taxable to the employee as ordi- 
nary income because it was earned by him. 
A taxpayer has little or no chance of achiev- 
ing capital gain from the disposition of a 
contract calling for the performance of pez- 
sonal services by him, unless the circum- 
stances are such as to indicate that the 
contract is not actually an employment 
contract but instead creates a joint venture “ 
or some other type of property interest.” 


Franchise, Agency 
or Distributorship Contracts 


Where the contract which the taxpayer 
is attempting to assign or terminate involves 
a franchise, agency, distributorship or similar 
type of arrangement, the law is by no means 
so clear as in the cases of leases, life inter- 
ests and employment contracts. The courts 
ordinarily attempt to apply the same rules 
of law to determine the effect of the trans- 
action, but they achieve widely differing and 
confusing results. 


An illustration of the problem is found 
in Elliott B. Smoak,” where the taxpayer 
had obtained from a paper bottle company 
an agency for a particular territory for the 
licensing of machines to package milk in 
paper containers, and was to receive a por- 
tion of the royalties paid by the licensees 
in his territory. At his own expense he set 
up an office, established a sales and service 
organization, started an extensive advertis- 
ing campaign and proceeded to negotiate for 
the rental, installation and minor maintenance 
of the machines. Then another corporation, 


(Footnote 16 continued) 
him. The Treasury Department takes the same 
view in G. C. M. 24849, 1946-1 CB 66, in connec- 
tion with an assignment of oil payment rights. 
It is open to question whether the gratuitous 
assignment cases, based as they are on the 
“economic benefit’’ theory, have any real ap- 
plication to arm’s-length assignments for a 


consideration. See Judge Frank’s dissent in 
McAllister v. Commissioner, cited at foot- 
note 6. 


1 See H. R. Switow, CCH Dec. 21,632(M), 15 
TCM 291 (1956), where a joint venture was 
upheld, and the following decisions where the 


762 


October, 1957 @ 


which had entered into an arrangement with 
the paper bottle company, wanted to pur- 
chase the franchise, and an agreement was 
entered into whereby the taxpayer sold to 
this corporation his agency contract, all his 
rights to royalties and all other benefits 
under the contract, together with his files, 
for a lump sum consideration plus fixed 
monthly payments over an eight-year period. 
The Board of Tax Appeals held that the 
taxpayer had sold the “substantial assets 
of a business,” listing as such assets the 
following: (1) the exclusive right to develop 
the sales territory, (2) the mght to all 
royalties from future sales in that territory, 
(3) the rights to future royalties to be paid 
by existing licensees, (4) office files and 
records, and (5) good will. The transfer 
of all these, according to the board, added 
up to a transfer of property resulting in 
capital gain, rather than a mere assignment 
of future income. 


In approaching this type of problem, the 
Commissioner ordinarily sets up his usual 
three objections. In dealing with these 
contentions, the courts have evolved a double- 
barreled test: Was there a transfer of prop- 
erty rights, and do those rights continue in 
existence in the hands of the transferee after 
the transfer, rather than being extinguished? 


If there is a property right or a combina- 
tion of rights which can be said to consti- 
tute something of value which could be 
bought and sold, even though services may 
be involved as a factor, the courts will find 
that a capital asset exists. If the only thing 
which is involved in the contract is services 
or a mere right to income, the courts hold 
that an attempted assignment or termina- 
tion of the contract is only an extinguish- 
ment of a contractual right. If the rights 
which are transferred remain in existence 
and enlarge the property rights of the trans- 
feree, the courts will find a sale, resulting 
in capital gain to the transferor. 


In determining whether there has been 
the transfer of a property right and whether 
that right remains in existence, the courts 
have considerable difficulty, and) many of 


taxpayer made the contention that the con- 
tract created a joint venture but was overruled 
by the courts: A. L. Parker, CCH Dec. 14,909, 
5 TC 1355 (1945); Isadore L. Rosenberg, CCH 
Dec. 17,759, 15 TC 1 (1950); Tate v. Know, 55-1 
uste {§ 9483, 131 F. Supp. 514 (DC Minn.): 
Jessie J. Finch, CCH Dec. 21,109(M), 14 TCM 
692 (1955); and Salem D. Caplan, cited at foot- 
note 12. 

% See for example, Jones v. Corbyn, 51-1 ustc 
79117, 186 F. (2d) 450 (CA-10, 1950), and 
Elliott B. Smoak, CCH Dec. 11,705, 43 BTA 
907, acq., 1941-1 CB 10. 

” Cited at footnote 18. 
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the conflicting decisions seem almost in- 
distinguishable on their facts. 


The leading cases on each side of the 
question are Jones v. Corbyn,” and Commis- 
stoner v. Starr Brothers, Inc." In Jones v. 
Corbyn a life insurance agent with his two 
sons as partners entered into a contract 
with an insurance company whereby the 
partnership became the exclusive agent of 
that company in Oklahoma. The partner- 
ship established agencies throughout the 
state and wrote substantial amounts of in- 
surance. Finally, because of difficulties with 
the insurance company, they entered into 
an agreement terminating the agency con- 
tract and providing that the partnership 
resign as agents, no longer solicit insurance 
on behalf of the company, and turn over 
to the company the office space and all 
books, records and files pertaining to the 
company business. The partners retained 
their right to receive renewal commissions 
on existing policies. In consideration of this 
agreement, the company paid them $45,000. 
The Commissioner brought forward his 
usual contentions, but they were overruled 
by the court. The court held that the con- 
tract was a capital asset, that it had sub- 
stantial value, was capable of producing 
income, and was enforceable at law and 
could be bought and sold. The court felt 
the evidence established that the value of 
the contract and the business were the basis 
for the purchase price and that the effect of 
the termination of the contract was to trans- 
fer a thriving business to the company in- 
tact. In distinguishing the Hort case, cited 
at footnote 2, the court said: 


“The settlement there was no more than 
an agreement as to how much rental the 
lessee would pay as provided for in the 
lease. It is not comparable to the sale and 
transfer of a going business under an exclu- 
sive contract.” 


The other side of the picture is illustrated 
by the Starr Brothers case. There the oper- 
ator of a retail store held a contract with a 
drug manufacturer under which it was the 
exclusive selling agent for the manufac- 
turer’s products in a certain city. The man- 
ufacturer paid the store operator a lump 
sum consideration to terminate the exclu- 
sive agency. The Commissioner did not 
contend in this case that the contract was 
not a capital asset but relied solely on the 
absence of a sale or exchange, and this time 


2 Cited at footnote 18. 

2153-1 ustc § 9410, 204 F. (2d) 673 (CA-2), 
rev'g CCH Dec. 18,933, 18 TC 149. 

2 Cited at footnote 1. 

2S. Rept. 1622, 83d Cong., 2d Sess., p. 115. 


Sale of a Contract 


he was successful on appeal to the Second 
Circuit Court of Appeals, which reversed 
the Tax Court and held that there was 
merely a termination of an agency agree- 
ment and no transfer of rights by the 
taxpayer to the manufacturer. The court ex- 
pressly stated that it was in disagreement 
not only with Jones v. Corbyn but also with 
the Golonsky case.” The Starr case has been 
overruled by Section 1241 of the 1954 Code, 
which specifically provides that amounts 
received by a distributor of goods for the 
cancellation of a distributor’s agreement, 
provided the distributor has a substantial 
capital investment in the distributorship, 
shall be treated as amounts received in ex- 
change for the agreement. However, Sec- 
tion 1241 is extremely limited in scope. The 
Senate committee report™ points out that 
“it does not constitute a reexamination of 
present law relating to contracts to which 
the section does not specifically apply.” 
The report * states that this section is not 
intended to change the rule of the Hort case 
as to leases, and that it “will not apply to 
cancellation of agreements requiring no sub- 
stantial capital investment (as in Jones v. 
Corbyn .)” or to agreements involving 
intangible property as distinguished from 
tangible goods. Therefore, the statutory 
enactment will solve the problem only in 
the specific situation which it covers, and 
the reasoning of the Starr case will still 
apparently apply to other cases which do 
not come within the scope of Section 1241. 


Decisions subsequent to Jones v. Corbyn 
fall on both sides of the fence as the courts 
attempt to answer the question of whether 
a property right has been transferred or 
merely extinguished. In Commissioner v. 
Goff ™ four hosiery machines were installed 
in a knitting mill by the taxpayer under a 
ten-year contract whereby he was to re- 
ceive a stipulated sum per year. After five 
years the contract was terminated and all 
of the taxpayer’s rights were transferred to 
the mill in exchange for stock. Here the 
Tax Court and the Third Circuit Court of 
Appeals held that there was-a sale or ex- 
change of a capital asset. The court found 
that a property right had been tranferred, 
and that under his contract the taxpayer not 
only had a right to receive money but also 
had a property right in the machines and 
that this right was transferred to the mill 
by the termination agreement. The court 


*% Report cited at footnote 23, at p. 444. 

% CCH Dec. 19,706, 20 TC 561, aff’d, 54-1 ustc 
7 9395, 212 F. (2d) 875 (CA-3), cert. den., 348 
U. S. 829. 


763 





cited Jones v. Corbyn, the Golonsky case and 
the Tax Court decision in the Starr Brothers 
case. 

A decision on the Starr Brothers side is 
General Artists Corporation v, Commissioner,” 
involving contracts for booking agency serv- 
ices to be performed by the taxpayer, giv- 
ing the taxpayer a percentage of the earnings 
on the contracts secured by it for the movie 
actor, Frank Sinatra. The taxpayer entered 
into an agreement with MCA, another book- 
ing agency, whereunder it attempted to sell 
its contracts with Sinatra to MCA. It was 
agreed that the taxpayer’s contracts with 
Sinatra would be canceled and that MCA 
would enter into new contracts with him. 
The taxpayer was to receive from MCA a 
percentage of the compensation received by 
it from Sinatra thereafter. The Tax Court 
relied upon the employment contract cases 
of Gann, cited at footnote 10, and McFall, 
cited at footnote 9, and even though there 
was no specific prohibition against assign- 
ment in the contracts, held that the con- 
tracts, being for personal services, could not 
be sold. As a further ground for its deci- 
sion, the Tax Court pointed out that tech- 
nically there was no sale because the contracts 
were not assigned but were canceled and 
new contracts entered into. Substantial reli- 
ance was also placed on the Earl and Eubank 
rule, the court stating that a large part of 
the amount received by the taxpayer from 
MCA was commissions earned on contracts 
obtained for Sinatra by the taxpayer or on 
extensions of such contracts, and that the 
taxpayer was entitled to that income as 
soon as Sinatra performed the services. 
Therefore, it could not relieve itself of tax 
by assigning income which was already 
earned by it when it obtained the contract 
for Sinatra’s services. There was a strong 
dissent, concurred in by five Tax Court 
judges, taking the view that the taxpayer’s 
interest in the exclusive booking agency 
contracts was a property right or capital 
asset similar to the insurance agency in 
Jones v. Corbyn. 

In affirming the Tax Court, the Second 
Circuit Court of Appeals approved the Tax 
Court’s point that the income had in a large 
part been earned prior to the assignment, 
and, therefore, the taxpayer could not re- 
lieve itself of tax by assigning such income. 
To this extent the decision is, of course, 
firmly based on a long line of precedent, as 
previously discussed in connection with the 
employment contract cases. 


*° CCH Dec. 18,846, 17 TC 1517, aff'd, 53-2 ustc 
{ 66,060, 205 F. (2d) 360 (CA-2), cert. den., 346 
U. S. 866. 
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The court of appeals in its opinion went 
on to emphasize the fact that in order to 
carry out the agreement, the old contracts 
were canceled and new ones entered into, 
citing its own decision in Starr Brothers 
and stating: 

“It might be suggested that the instant 
case differs from that of Starr Brothers be- 
cause the latter involved a release of a bind- 
ing negative covenant to the obligor, whereas 
here there was a transfer to a third person 
of the rights under the covenant. But we 
think the correct view is that here there 
was a release to the obligor of a negative 
covenant to allow a new covenant to be 
made with the third party.” 


The reliance by the Second Circuit on the 
fact that in order to carry out the agree- 
ment of sale the old contracts were can- 
celed and new ones entered into seems at 
variance with the same court’s reasoning in 
the McAllister case, cited at footnote 6. 
There the life beneficiary was expressly 
prohibited by the terms of the trust from 
making any transfer or assignment. The 
transaction was accomplished by a state- 
court-approved settlement agreement pro- 
viding for the “termination” of the trust 
and the payment of $55,000 to the life bene- 
ficiary by the remainderman. In reversing 
the Tax Court’s holding™ that the bene- 
ficiary had made no transfer or assignment, 
the Second Circuit said: 


“But what is this more than a distinction 
in words? There surely cannot be 
that efficacy in lawyers’ jargon that termi- 
nation or cancellation or surrender carries 
some peculiar significance vastly penalizing 
laymen whose counsel have chanced to use 
them. . . . What was practically accom- 
plished remained the same.” 


In the General Artists case the distinction 
between an assignment and the cancellation 
of the old contracts and entering into new 
ones, all pursuant to an agreement, seems 
also to be little more than a “distinction in 
words.” The explanation may be that the 
court considered the General Artists agency 
contract to be substantially an employment 
contract rather than a contract creating a 
“going business” or a property right capable 
of being transferred. This would account 
for the emphasis on “cancellation” as dis- 
tinguished from assignment. If the scope of 
the decision is limited to contracts which 
are essentially employment contracts, it is 
reconcilable with prior decisions and not 


** CCH Dec. 14,745, 5 TC 714. 
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necessarily a bar to capital gains treatment 
in cases involving other types of agency 
contracts. 


The general question of assignment of 
contracts involving agencies, franchises, dis- 
tributorships and similar arrangements is 
still recurring in the courts. The conflict 
continues as the courts attempt to determine 
whether the assignment or termination of 
a contract has resulted in the transfer of a 
property right or merely its extinguishment. 
The current status of the conflict is illus- 
trated by Pittston Company™ and Marc D. 
Leh.” The Pittston case, which is now on 
appeal to the Second Circuit Court of Appeals 
and in which the Commissioner has issued 
a nonacquiescence, involves a contract en- 
tered into by the taxpayer in 1944 with a 
mine operator, under which the taxpayer 
had the right to purchase and sell all of the 
coal mined at certain mines at a specified 
discount. In 1949 the taxpayer transferred 
all of its rights under this contract back to 
the mine operator for a lump sum con- 
sideration. The Tax Court held that the 


taxpayer had a valuable contractual right 
which constituted a capital asset and that 
there was a transfer and not merely an 
extinguishment of' that right, and distin- 
guishing the Starr Brothers case on the 
ground that there the contractual right was 
not transferred but was released and merely 


vanished. The court cited Jones v. Corbyn, 
the Goff case and some of the “lease” cases 
as authorities for the rule that where a 
contractual right is transferred for a valu- 
able consideration and continues to exist as 
property of the transferee, there is a sale 
or exchange and the gain realized is capital 
gain. In applying the rule, the court said 
that the mine operator acquired the right to 
sell its coal to whomsoever it chose at what- 
ever terms it could arrange, a right that it 
did not possess during the period of the 
contract. Since there was the transfer of a 
property right which continued in existence, 
there was a capital gain. 


The Leh case, cited at footnote 29, in- 
volved a situation in which a partnership, in 
the business of marketing petroleum prod- 
ucts, entered into a contract in 1948 with a 
corporation which agreed to supply the 
partnership with 2,250,000 gallons of gaso- 
line per month. The gasoline was to be sup- 


*° CCH Dec. 21,908. 26 TC 967. 

*CCH Dec. 22,278, 27 TC 892. See, also, 
James A, Skannel, CCH Dec. 22,291, 27 TC 974. 

%* Tt is also of interest that the make-up of 
the Second Circuit Court of Appeals has changed 
substantially since the Starr and General Artists 
decisions. Judge Frank, who wrote the Gen- 
eral Artists opinion, concurred in the Starr 


Sale of a Contract 


plied under a contract which the corporation 
had with a petroleum company, whereby 
the petroleum company agreed to furnish 
the corporation with its entire gasoline re- 
quirements, up to 3,500,000 gallons per month, 
at a specified price. The partnership agreed 
to pay the corporation one-half cent per 
gallon above the price set in the contract 
between the corporation and the petroleum 
company. In 1950 gasoline was in short 
supply in the area and, consequently, the 
petroleum company sought a reduction of 
its commitment to the corporation, and the 
corporation sought reduction or elimination 
of its commitment to the partnership. An 
agreement was entered into whereby the 
agreement between the partnership and the 
corporation was canceled and terminated in 
consideration of a lump sum payment to the 
partnership by the corporation. 

The Tax Court held that the rights of the 
partnership under the contract with the 
corporation constituted a property right, but 
that there was no sale or exchange of this 
right; that the rights of the partnership 
under the contract were not transferred to 
the corporation, but merely came to an end 
and vanished (citing the Starr Brothers case). 
The court “recognize[d] that controversies 
in this field have resulted in some rather 
fine distinctions.” It felt that “the relin- 
quishment of contractual obligations” in the 
Pittston case “resulted in enlarged rights in 
the other party to dispose of specific coal 
produced at its mines.” It could not, how- 
ever, “find such a transfer of rights in 
property” in the instant case, although it 
admitted that the distinctions might not 
be wholly satisfactory: 

“If these distinctions are not wholly satis- 
fying, it should -be remembered that the 
Supreme Court was requested to issue writs 
of certiorari in a number of these cases in 
order to clarify the situation, but it refused 
to do so. In the circumstances, we must do 
the best we can with the precedents at hand, 
and, applying those precedents here, we con- 
clude that the cancellation of the contract 
rights herein did not constitute a ‘sale or 
exchange’.” 

Thus there is considerable uncertainty 
and confusion in the courts, and it will be 
interesting to see what action the Second 
Circuit may take in the Pittston case™ in 


opinion and bitterly dissented in the McAllister 
ease, died in January, 1957; Judge Swan, who 
wrote the Starr opinion and concurred in Gen- 
eral Artists, retired in June, 1953; Judge Augus- 
tus N. Hand, who was the only other judge who 
took part in Starr and General Artists, died in 
1954; and Judge Clark, who wrote the majority 
opinion in McAllister, is still on the court. 
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the light of its Starr and General Artists deci- 
sions and the legislative attitude as set forth 
in Section 1241. 


The most that can be said at the present 
time on the question of the taxable status 
of consideration received for the assignment 
or cancellation of an agency, franchise, dis- 
tributorship or similar contract outside the 
scope of Code Section 1241, is that in order 
to achieve capital gains status, the taxpayer 
must establish, first, that a property right 
exists which is more than a mere right to 
perform services or receive income and 
which can be transferred. It may be a 


going business, as in Jones v. Corbyn or 
Smoak, or it may be a right in specific prop- 
erty, such as the machines in Goff or the 
coal in Pittston, Second, and of great im- 
portance under the recent decisions, he must 
show that this property right still exists 
after the transfer, in the hands of the trans- 
feror, and that it has not merely come to an 
end and vanished, as in Starr Brothers and 
Leh. If he finds these requirements some- 
what obscure and difficult of application, 
he has the doubtful comfort of knowing that 
the courts are in a similar quandary. 


[The End] 


WASHINGTON TAX TALK—Continued from page 746 


executives, and the accounting for blanket 
expense allowances by employers, which 
may raise questions of actual, verifiable ex- 
penses of the recipient as against additional 
compensation to him. For some time, in 
our audit program, we have been giving 
particular attention to this area. 

We recently gave additional instructions 
to our auditors to take an even closer look 
at expense deductions covering such items 
as club dues, entertainment, travel, mainte- 
nance of automobiles, yachts and airplanes, 
maintenance of company-supported residences, 
etc. One area receiving close attention in- 
volves use of alleged branch offices installed in 
resort communities for the sole purpose of 
sending business executives to such cities 
for vacations. 

Other dubious instances that have come 
to our attention include deductions, as ex- 
penses, of purported business trips by execu- 
tives vacationing at resort hotels, expenses 
of hunting trips, expenses of attending sport- 
ing events in distant cities, and of other 
nonbusiness expenses under the guise of 
business trips. Our policy is to scrutinize 
expense accounts closely for abuses. 

Taxpayers with deductions in the expense- 
account and related categories, particularly, 
should maintain adequate records and be 
prepared to document such items. The Su- 
preme Court has held that the standards of 
“ordinary” and “necessary” are matters of 
fact, to be determined by the evidence 
available. Each case must, therefore, be 
decided on its own merits. 


While not related to the audit program 
directly, we have something of a problem 
in connection with the so-called trust fund 
accounts—withheld income, employment, ex- 
cise and other taxes. There has been a 
continuing delinquency situation here, which 
seems to stem from a feeling on the part of 
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a good many businessmen that it is per- 
fectly legitimate to use these Treasury funds 
for their own purposes, until and if it be- 
comes convenient to remit, or until the law 
catches up with them. Then, quite fre- 
quently they find themselves in financial 
difficulty. 

We have made considerable progress in 
reducing the extent of such delinquency by 
stronger administrative measures. The Con- 
gress has under consideration proposed addi- 
tional legislation to deal with recalcitrants. 

But, especially, we need a fuller under- 
standing on the part of the business com- 
munity of the nature of these collections, 
the responsibility entailed, and the moral 
climate which should surround the handling 
of such accounts. 

There remain for discussion the policies 
and procedures that prevail when evidence 
of deliberate fraud against the revenues is 
discovered, either through developments in 
the regular audit or on the basis of inde- 
pendent information which we may receive 
from a number of sources. 

In these cases, the special agents of the 
Intelligence Division enter the picture, usually 
working closely with the revenue agents. 
Our special agents are highly trained investiga- 
tors, experts at locating hidden evidence and 
skilled in the methods of determining the 
true income of a person who attempts to 
conceal it. 

In recent years, the Congress has made 
additional funds available to us for enforce- 
ment, and I think I can say the would-be 
tax cheat today faces as great a hazard as 
ever in our history. We have made new 
records from year to year in number of 
investigations of suspected tax fraud, in 
cases recommended to the Department of 
Justice for prosecution, in convictions ob- 
tained, in taxes and penalties recovered. 
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Renunciations, Disclaimers 


and Releases 


By DAVID G. KAY 


The basis for determining whether one is or is not a transferor 

and, therefore, liable for estate or gift taxes on transferred property 

rests ultimately upon state law. The author submits a taxing pattern 

based upon the relationship of the distributees to an individual who chooses 
to renounce, disclaim or release the property. In most cases, 

if the giving up has as its effect the directing of assets to the natural 

objects of one's bounty, application of the tax would be appropriate. 


Hf Brine practicing attorney finds himself 
dealing with renunciations, disclaimers 
and releases in attempting, on behalf of his 
client, Mr. X, to avoid either an estate or 
a gift tax on transferred property which X 
had or could have had the power to treat 
as his own. If X emerges without tax 
liability, it is because his attorney has 
proved to the satisfaction of the govern- 
ment that X “disclaimed” or “renounced” 
his interest in the property, namely, having 
refused to “accept,” he could not be the 
transferor. If, on the other hand, X must 
dig into his jeans, it is because the govern- 
ment has determined that he “released” the 
property, namely, X gave up something he 
owned or had the power to control and, 
therefore, may properly be treated as a 
transferor, subject to the attendant estate 
or gift tax. 


This rationale follows the general pattern 
of taxing the transferor of property and is 
in keeping with the design of the federal 
estate and gift tax sections. But the basis 
for the determination that one is or is not 
a transferor is, I submit, ill-premised, being 
made to rest ultimately upon the old nemesis 
—state law. 


The two leading cases of Brown v. Rout- 
sahn* and. Hardenbergh. v. Commissioner? 
having led us into our present attitude 
toward the question “Who is a transferor ?” 
are important enough to review at this 
point. * 


11933 CCH { 9231, 63 F. (2d) 914 (CCA-6). 


252-2 ustc § 10,859, 198 F. (2d) 63 (CA-8), 
cert. den., 344 U. S. 836. 


Renunciations 


Under the will of his deceased wife, Mr. 
Brown was the outright beneficiary of one 
third of her estate and a lesser beneficiary 
as to the remainder. The will was probated 
in 1912 and Mr. Brown appeared and elected 
under its terms. In 1920 Mrs. Brown’s 
executors filed in court for final distribu- 
tion, alleging in the application that Mr. 
Brown had formally renounced his one- 
third interest. The estate was distributed 
so as to give effect to the renunciation. 
Mr. Brown died shortly thereafter and the 
Commissioner took the position that the 
property was renounced by Mr. Brown in 
contemplation of death and was therefore 
properly includable within his estate for 
federal estate tax purposes.’ The trial court 
held with the Commissioner, but the Sixth 
Circuit Court of Appeals reversed on the 
theory that applicable local law did not 
require Mr. Brown to accept or reject 
testamentary gifts within any specified time, 
and, Mr, Brown’s failure to take immediate 
action to renounce was held to be of no 
consequence. The only string left to the 
Commissioner’s bow was that the act of 
rejecting the bequest, no matter the time 
elapsed, was in itself.a transfer for federal 
estate tax purposes. The court of appeals 
recognized that “taxing statutes of this 
character concern themselves not so much 
with title as with command over the prop- 
erty,” but nevertheless the court held that 
the government had no authority “to collect 
a tax, not upon the transfer of an interest 

* The case preceded enactment of the federal 


gift tax, but the rationale seems applicable to 
the present gift tax sections. 
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in property, but upon the exercise of a right 
to refuse a gift of property.” * 


Hardenbergh v. Commissioner 


Mr. Hardenbergh died intestate in 1944, 
survived by his widow, a son and a daughter. 
In the same year, Mrs. Hardenbergh and 
her daughter filed renunciations of their in- 
terests in the property to which they as 
heirs were entitled, and the entire estate 
was distributed to the son. The Commis- 
sioner determined that Mrs. Hardenbergh 
and her daughter made a gift to the son 
of their respective one-third interests in the 
estate and levied a gift tax thereon. The 
Tax Court sustained the Commissioner's 
action. The taxpayers challenged the court’s 
decision, contending that the state court 
was invested with the jurisdiction to deter- 
mine a decedent’s heirs and to adjudicate 
the taxpayers’ right to renounce any claim 
or interest in the estate; that the decree of 
the state court, not the act of the taxpayers 
in relinquishing their claims to the decedent's 
estate, was the source of the right and 
interest in the property acquired by the 
decedent's son. 

The Court of Appeals for the Eighth Cir- 
cuit held with the Tax Court: 


“The general rule as to intestate succes- 
sion is that the title to the property of an 
intestate passes by force of the rules of 
law, in this case the Minnesota Statute of 
Intestate Succession, and that those so en- 
titled by law have no power to prevent the 
vesting of title in themselves. The 
rule is otherwise as to legatees or devisees 
under a will [citing Brown v. Routzahn], 
since the beneficiary under a will may 
accept or reject a testamentary gift. The 
controlling fact here is that title to an 
interest in decedent’s estate vested in the 


* Cited at footnote 1, at p. 917. 

5 Cited at footnote 2, at pp. 66, 67. 

*For example, Rodgers v. U. 8., 54-1 vustc 
7 10,946 (DC Tex.), aff'd, 218 F. (2d) 760 (1955) ; 
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taxpayers by operation of law which neither 
had the power to prevent. . . . The source 
of the rights acquired by ... [the son] 
was not the decree of the Probate Court, 
but the affirmative acts of taxpayers in 
relinquishing the shares of the estate which 
Minnesota law vested in them.” ® 

There have been several cases* on point 
since Hardenbergh, but all adhere by ana 
large to the testate-intestate dichotomy and 
the vagaries of state law, the road having 
been paved by the Brown and Hardenbergh 
decisions. 

Should this rationale prevail? If Mrs. 
Brown had died intestate rather than testate, 
should the decision in that case have been 
a different one? Or is the rationale super- 
ficial upon which federal tax results are 
made to turn? Why state law at all? 


The arguments of the writers have been 
for uniformity of application of federal tax 
law in this field, pointing out that the ques- 
tion of the imposition of a tax should be 
related to matters of substance not mere 
form. The Commissioner and the courts 
echo this last sentiment and, indeed, we 
see its application in diverse parts of the 
Code; but in the name of uniformity to 
declare categorically all or no renunciations, 
disclaimers and releases taxable may pro- 
vide as illogical a platform as the one that 
presently obtains. 


To say that none should be taxed repre- 
sents a naive approach to the problem, for 
we may agree on the premise that when one 
gives up that to which he had, could have 
had, or has, control, he does so for his own 
benefit and to suit his own purposes. In 
the face of this, a tax on the transfer seems 
logical. But without more, should all there- 
fore be subject to tax? I submit that a 
rational yardstick for determining whether 
William L. Maxwell, CCH Dec. 18,865, 17 TC 


1589 (1952); but cf. Frances Marcus, CCH Dec. 
20,436, 22 TC 824 (1954). 
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a tax should be imposed may be found by 
examining the relationship that exists be- 
tween or among the individual who re- 
nounces, disclaims or releases, and those 
who are ultimately benefited as distributees 
by the giving up. If the giving up has as 
its effect the directing of assets to the 
natural objects of one’s bounty, application 
of the tax seems appropriate, indeed. There- 
fore, let a presumption stand to the effect 
that a renunciation, disclaimer or release 
shall be deemed to have been made with 
the purpose of benefiting the natural objects 
of one’s bounty when the distributees are 
his spouse, parents, children or grand- 
children. If the distributees are other than 
those above mentioned (and this would be 
the exceptional case), let the presumption 
stand that the motive for the transfer was 
other than to benefit the objects of one’s 
bounty, with the consequence that the tax 
should not obtain where the renunciation, 
disclaimer or release was a timely one. In 
using this approach we rid ourselves of ill- 
reasoned premises for applying the tax. 
From the identity of the distributees we 
may develop a predictable measure with 
which to determine whether one is indeed 
a transferor within the meaning and spirit 
of the Code. 


In stating the rule that practically speak- 
ing, every renunciation, disclaimer and re- 
lease should be fair game for the federal 
estate or gift tax, we must also state the 
exception—renunciation by a surviving spouse 
of the assets qualifying for the marital de- 
duction in the deceased spouse’s estate. 


Suppose that in 1950, when H executed 
his will, his estate had a value of $500,000. 
W’s estate was worth $550,000. H’s will 
set up A and B trusts providing that W 
would be entitled to all of the income from 
Trust A, that she would have the power to 
draw down the corpus at any time, and that 
on her death she would have a general 
power of appointment. The will further 
provided that if on W’s death she should 
fail to exercise her power of appointment 
over the remaining assets in Trust A, such 
remainder would pour over into Trust B. 
Trust B provided that during W’s lifetime, 
the trustee could in its discretion accumulate 
or sprinkle and spread income among W, 
and A, B and C, children of H and W. 
On her death, the entire corpus of Trust B 
would pass outright to A, B and C. In 
1957 when H died, his estate was worth 
$300,000. W’s estate was worth $800,000. 
W renounced her interest in Trust A and 
the assets poured over into the residuary 
Trust B. Should W have to pay a gift tax 
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on the difference in value between her in- 
terest in Trust A and her interest in Trust 
B? If she had no interest in Trust B or 
if her interest was not susceptible to valua- 
tion, should she be subject to a gift tax 
on the whole amount? 


Following my suggested yardstick, the 
gift tax would apply in both cases. How- 
ever, in this instance we should also consider 
Code Section 2056, the marital deduc- 
tion section, in connection with the applica- 
tion of the tax. The marital deduction is 
a special privilege incorporated into the 
Code with the recognition that immediate 
tax consequences may be substantially altered 
where bequests at death run between H 
and W. The privilege afforded H and W 
to direct in a limited way the pattern of 
taxes should be given full effect, and I sub- 
mit that a surviving spouse should not be 
subject to a gift tax in addition to the 
estate tax paid in the decedent’s estate when 
in the opinion of the survivor, the greatest 
over-all tax advantage can be gained by 
taking no marital deduction. Nor should 
H and W, during their lifetimes, be forced 
to conjecture as to the possibility of the 
marital deduction having advantageous ap- 
plication some years off. Since the estate- 
tax marital deduction has effect only at 
death, only at that time should a decision 
have to be made as to whether or not to 
use it, and the decision, of course, if the 
plan is to have maximum flexibility, must 
rest with the surviving spouse. In 1950, 
the date of the will in the illustrative case, 
it was impossible to forecast whether at the 
time of H’s death the marital deduction 
would afford eventual savings to the family, 
considering the taxes on the estates of H 
and W taken together. If W’s estate had 
diminished considerably and H’s had re- 
mained constant, the marital deduction benefits 
would have proved valuable indeed. But if 
W’s estate had increased to a value far in 
excess of that of H’s, the estate tax on 
her subsequent death might prove to be far 
in excess of the tax on the combined estates 
of H and W, if she had not taken the 
marital deduction assets into her estate for 
tax purposes. 


It may be argued that if the aim of H 
and W is solely to minimize taxes, a 
formula equalizing the estates on the de- 
cease of the spouse first to die would 
adequately achieve this end. This would 
work, however, only where the estate of 
the spouse first to die is larger than the 
estate of the surviving spouse. In any case, 
no formula is capable of attaining the flexi- 
bility that can be achieved by giving the 
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surviving spouse the power to renounce the 
marital deduction share. It may also be 
argued that there is no need for a provision 
in the law explicitly giving the surviving 
spouse the power to renounce the marital 
deduction share of the deceased spouse’s 
estate without adverse tax consequences, 
because the rule of Brown v. Routzahn indi- 
cates that no gift tax would apply. But 
whatever the indication in Brown v. Rout- 
sahn, it is not enough, and as a matter of 
practice, few, if any, attorneys are disposed 
to rely upon that case from an estate plan- 
ning point of view. However, I submit that 
the attorney should be entitled to use the 
renunciation device in planning the estates 
of H and W, for it seems not too far afield 
from the philosophy of Section 2056. 


INFLATION—OLD AND NEW 


The United States, along with most 
other countries, is generally deemed 
to be threatened by inflationary tend- 
encies. Is this a new kind of infla- 
tion? If so, what kind? Are ordinary 
monetary and fiscal measures adequate 
to cope with it, or are new types of 
control required? 


“Classic” inflation has generally 
been thought of as arising from a 
large increase in the money supply, 
which swells the demand for goods 
and services and forces prices upward. 
This leads to increased competition 
for the labor supply and wages are 
raised. ; 


The whole period since World War 
Il has been marked by a tendency 
which has become universally known 
as the wage-price spiral, implying that 
wages, not prices, give the initial push. 
It is undeniably true that industry- 
wide unions in numerous major indus- 
tries have succeeded in negotiating 
wage increases greatly exceeding the 
rate of gain in productivity, that is, in 
output per man-hour of labor. The 
inevitable result has been a rise in 
labor costs per unit of output, which 
has forced employers to seek higher 
prices for the finished goods. 


What is really new about present- 
day inflationary pressures? 
the tremendously increased bargaining 
power of organized labor. The “cost- 
push” explanation is true enough, as 
far as it goes. Yet the upward cost 
push would be much less dangerous, 
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Conclusion ‘ 


With the clearly defined exception in the 
case of the renunciation by a surviving 
spouse of the marital deduction portion of 
the deceased spouse’s estate, a taxing pattern, 
based upon the relationship of the dis- 
tributees to an individual who chooses to 
renounce, disclaim or release in a timely 
manner, would give the taxpayer and his 
estate planning counselors, and the govern- 
ment as well, a rational yardstick with 
which to measure the appropriateness of a 
tax on the transfer of property—a yardstick 
capable of administration with ease and 
void of the uncertainty that characterizes 
this phase of taxation as it exists today. 


[The End] 


and might even be completely ineffec- 
tive, if the resistant downward push 
were not so weak. Low employer 
resistance to rising labor costs reflects 
more than the bargaining strength of 
industry-wide unions exempt from the 
antitrust laws. It reflects also low 
consumer resistance to rising prices, 
which in turn reflects a level of money 
incomes which would be impossible 
without a money supply sufficiently 
large to be termed at least a permis- 
sive cause of inflation. 


The ultimate problem, however, will 
not be to make the money-stabilizing 
policies effective, but to reconcile them 
with the “full-employment commit- 
ment” on the one hand, and prevent 
them from arousing irresistible poli- 
tical opposition on the other. 


Some of the factors underlying the 
upward pressure on prices are new, 
but what they add up to is very old. 
It is the attempt to improve man’s lot 
by providing him with more money. 
li is the old inflationary theme, with 
variations. In the present instance, 
labor union pressure, the “cost push,” 
is the most immediate and most visible 
activating force. Yet the underlying 
cause goes far deeper. Currency sta- 
bility is in peril because the people, 
in their pursuit of other aims, have 
rejected the discipline that currency 
stability requires. And currency sta- 
bility will remain in peril until people 
realize that without currency stability 
all the other aims are illusory —From 
the September, 1957 Guaranty Survey. 
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Overseas Trade Corporations — 
A United Kingdom Experiment 


By DAVID BRONHEIM 


The British House of Commons recently passed a bill 

which will grant tax relief to certain United Kingdom companies that 

carry on business overseas. This article offers an understanding 

of the device used in the new law and points up some of the difficulties 
inherent in drafting legislation in this area. 

Mr. Bronheim is a member of the District of Columbia bar. 


FEW MONTHS BACK the Administra- 
£Ation in this country announced that it had 
decided to shelve plans to provide tax relief 
for United States firms that invest abroad. 
The United Press reported that “Until 
businessmen get together, officials held out 
little hope of any reduction of taxes on 
foreign investment.” The news dispatch 
went on to state that American businessmen 
disagree on virtually every aspect of the 
question.’ Recent developments in the United 
Kingdom may cause these businessmen to 
get together more easily. 


On April 9, 1957, the Chancellor of the 
Exchequer announced in the British House 
of Commons that he planned to adopt a 
“novel idea” that would grant tax relief to 
certain United Kingdom companies that 
carry on business overseas. Companies that 
qualified as overseas trade corporations 
(O. T. C.’s) were to be “exempted from 
income tax and profits tax on their trading 
profits earned abroad.”* The “novel idea” 
was incorporated in the finance bill which 
became law on July 31, 1957. 


The possibility that their British counter- 
parts are more able to settle their differences 
when the prize is tax relief may goad the 
American businessmen who disagreed with 
each other in April to present a united 
front for tax relief in the coming months. 
If this is the case, we can expect to hear 


April 25, 1957, p. D7, 





1 Washington Post, 
col. 7. 

2 568 House of Commons Debates, col. 991. 

3 See Barlow and Wender, Foreign Investment 
and Taxation (1955), pp. 247 and following; and 
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once again all the slogans that are usually 
chanted by the segment of American busi- 
ness engaged in foreign trade.’ It is, there- 
fore, important to examine the new United 
Kingdom provisions to determine whether 
they justify such renewed chanting. Further, 
an understanding of the device used in the 
new law may point up some of the diffi- 
culties inherent in drafting legislation in 
this area and some of the shortcomings of 
existing United States laws. 


The Internal Revenue Code of 1954 con- 
tains at least three devices which result 
in tax relief for corporations having certain 
foreign connections. 


Sections 901 through 905 provide, in 
general, that a domestic corporation is entitled 
to credit against its United States tax cer- 
tain taxes paid by it to a foreign country. 
If the United States corporation is operating 
abroad through a foreign subsidiary, the 
parent is entitled to credit against its United 
States tax certain amounts of the tax paid 
by the subsidiary to the foreign country. 


On the surface it would appear that the 
purpose of these sections is to make certain 
that so long as the foreign tax rate is less 
than the United States rate, income of 
American business, regardless of its source, 


will be taxed at the same total rate. How- 
ever, a few calculations will demonstrate 
Surrey, ‘‘Current Issues in the Taxation of 


Corporate Foreign Investment,’’ 56 Columbia 
Law Review 815 (1956), for a discussion of the 
slogans. 
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that when a foreign subsidiary is the payor 
of the tax to the foreign country and the 
United States tax rate is 52 per cent, and 
if the foreign rate is one half of the United 
States rate, the statutory formula will result 
in a total parent-subsidiary tax rate of 
45.24 per cent. 


It may also be worth mentioning at this 
point that a proposal recently made by the 
President to favor certain American over- 
seas investments by manipulating the credit 
device has been incorporated in the recently 
negotiated treaty with Pakistan.‘ The new 
treaty provision would permit a United States 
corporation to credit against its United 
States tax not only the tax paid by it to 
Pakistan, but also that amount of the Pakis- 
tan tax which it is excused from paying. 
(This treaty has not yet been passed on by 
the United States Senate.) 


Sections 921 and 922 provide that if a 
domestic corporation qualifies as a Western 
Hemisphere Trade Corporation, it is entitled 
to a deduction which results in its being 
taxed at a maximum rate which may ap- 
proach 38 per cent.® 


The third device is explicit in Section 
931 and implicit in Sections 881 and 882. 
The device, in effect, permits certain firms 
to “temporarily” avoid United States tax on 
their incomes. 


Section 931 permits a domestic corpora- 
tion deriving income from certain United 
States possessions to avoid tax on that 
income until it is received in the United 
States. 


Sections 881 and 882 permit a corporation 
incorporated in a foreign country to avoid 
tax on all of its income from sources out- 
side the United States, notwithstanding the 
fact that the corporation banks its funds in 
the United States, is wholly owned by a 
United States corporation, and is managed 
and controlled in the United States. In 
fact, the foreign corporation may even be 
engaged in trade or business in the United 
States and still avoid tax on its income from 
foreign sources. 


* Address by President Eisenhower on Jan- 
uary 23, 1957, to United States Congress; see 
Taxation Convention with Pakistan, Sec. 15(1). 

SIf a United States corporation is using a 
Western Hemisphere Trade Corporation to 
handle part of its operation, Sec. 243, dealing 
with intercorporate dividends, and Ch. 6, Subch. 
A, dealing with consolidated returns, are rele- 
vant in computing the total tax at the corporate 
level. This discussion of United States tax 
provisions is, of necessity, very general, and 
Barlow and Wender, cited at footnote 3, should 
be consulted for a more detailed treatment of 
the subject. 
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Under United Kingdom law,‘ corporations 
resident in the United Kingdom were or- 
dinarily subje:t to income tax and profits 
tax. Residence is dependent upon the place 
where the corporation is managed and con- 
trolled. The country in which the board of 
directors meets is usually taken as the place 
of residence. 


Corporations are currently subject to 
income tax at the standard rate of 42.5 per 
cent and to a profits tax which, in effect, 
subjects certain corporate profits which are 
distributed to shareholders to a tax of 30 
per cent, but which subjects nondistributed 
profits to a tax of only 3 per cent. The 
method used to compute the profits tax 
results in a maximum corporate tax rate of 
62.9 per cent and a minimum rate of 45.5 
per cent. 


Individuals resident in the United King- 
dom are subject to tax at the standard rate 
(42.5 per cent), and a progressive surtax is 
imposed on individuals with incomes of 
more than £2,000 per year. In effect, the 
standard rate also results in a progressive 
tax burden because of the various deduc- 
tions allowed individuals. The highest sur- 
tax rate is currently 50 per cent and may be 
imposed on that amount of an individual's 
yearly income which exceeds £15,000. There- 
fore, it is possible for an individual with 
a yearly income greater than £15,000 to be 
taxed on the excess at a total rate of 92.5 
per cent. 


Individual and corporate shareholders do 
not pay tax at the standard rate on divi- 
dends received from corporations resident 
in the United Kingdom. Individuals sub- 
ject to surtax pay that tax on dividend 
income. A corporation that receives dividends 
out of income which has already been sub- 
ject to profits tax is not required to pay 
profits tax on those dividends. Gains from 
sales of securities are not taxed unless the 
seller is a trader of securities. 


A corporation carrying on foreign busi- 
ness through a branch in a country with a 
lower tax rate than the United Kingdom 


® The author is indebted to Walter W. Brudno 
of the Harvard Law School's International 
Program in Taxation for many valuable com- 
ments relative to some of the technicalities of 
the United Kingdom system of taxation. The 
material in this article in no way attempts to 
delve into all the complexities of that country’s 
tax system, and it is suggested that the in- 
terested reader consult Brudno and Bower, 
Taxation in the United Kingdom (1957), for a 
thorough analysis of the subject. 
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rate can take advantage of a credit device 
to limit its total tax to what the United 
Kingdom tax would have been on its total 
income before deducting the foreign tax.’ If 
the foreign rate is higher than the United 
Kingdom rate, the credit device results in a 
total tax equal to the foreign tax on the 
foreign income and the United Kingdom 
tax on the United Kingdom income.’ 


If the foreign operation is carried on by a 
nonresident subsidiary, its resident parent is 
subject to income tax and profits tax on 
the dividends received from the subsidiary. 
The parent is entitled to a credit equal to 
that amount of the foreign tax paid by the 
subsidiary allocable to the dividend. The 
credit device results in the parent’s paying 
a tax on the dividend equal to what its tax 
would have been if the foreign operation 
had been conducted by a branch having 
foreign income equal to the dividend, plus 
the foreign tax paid in connection there- 
with.’ 

Prior to the new law, a _ corporation 
resident in the United Kingdom engaged 
solely in foreign trade was taxed in the 
same way as other resident corporations. 
If such a corporation was a subsidiary of a 
resident parent corporation, the tax con- 
sequences could be arranged to approximate 
those where the foreign operation is carried 
on by a branch. This was accomplished by 
provisions which, in effect, permitted one 
corporation to offset its gains by the losses 
of the other. Additionally, a consolidated 
treatment was allowed for purposes of the 
profits tax. 


In 1951, the Royal Commission on the 
Taxation of Profits and Income was ap- 
pointed to survey the United Kingdom 
system of taxation. In its final report, 
published in 1955, a majority of the commis- 


™See Royal Commission on the Taxation of 
Profits and Income, Final Report, Cmd. 9474, 
par, 724 (1955); Brudno and Bower, cited at 
footnote 6, at p. 329. 

® See Cmd. 9474, cited at footnote 7, at par. 
725; Brudno and Bower, cited at footnote 6, 
at p. 332. 

®See Brudno and Bower, cited at footnote 6, 
at p. 335. 

1” See Cmd. 9474, cited at footnote 7, at Chs. 
24 and 25. 

11573 House of Commons Debates, col. 1532. 

2% 572 House of Commons Debates, col. 253. 

4% 569 House of Commons Debates, col. 816. 

% Finance Act of 1957, Sec. 36(2): 

“For the purposes of this ,Part of this Act, 
and except where the context otherwise re- 
quires, a company shall be deemed to be a 
subsidiary of another company if and so long 
as more than one half of its ordinary share 
eapital is owned by that other company, 
whether directly or through another company 
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sion pointed out that a volume of overseas 
earnings is essential to the economic life 
of the United Kingdom which is, therefore, 
bound to do what it can to foster the growth 
of its overseas trade. They concluded that 
to a great extent the formation of corpo- 
rate reserves determined the competitive 
position of a company, and that the British 
rate and system of taxation prejudiced the 
formation of adequate reserves. They further 
concluded that corporations resident in the 
United Kingdom would be discriminated 
against by countries which kept their tax 
rate low in order to attract concessionaires 
who could supply local needs at the lowest 
possible prices.” 


It appears that the conclusions of the 
commission laid much of the groundwork 
for the new British act." Spokesmen for 
the government have asserted that the pur- 
poses of the law are “to put British com- 
panies trading overseas in a better competitive 
position,” ” and “to free British companies 
engaged in industry and commerce abroad 
from the handicap of having to pay United 
Kingdom Profits Tax and Income Tax 
upon the profits of their business which 
they plough back or retain as reserves.” 


To qualify as an O. T. C. under the new 
act, a corporation must be resident in the 
United Kingdom and carrying on a trade 
outside the United Kingdom, or it can be a 
holding company resident in the United 
Kingdom, not carrying on trade, but having 
subsidiaries,“ at least one of which is an 
O. T. C. and which do not include a cor- 
poration which is resident in the United 
Kingdom and is not an O. T. C. Put 
another way, a British holding company can 
be an O. T. C. if all but one of its sub- 


sidiaries are resident in foreign countries, 


and that one is an O. T. C.¥ 


or other companies, or partly directly and 
partly through another company or other com- 
panies, and references to a principal company 
shall be construed as references to a company 
of which another company is a subsidiary... .” 

% Finance Act of 1957, Sec. 23: 

(1) Subject to the provisions of this section, 
a company resident in the United Kingdom 
shall be known for the purposes of income tax 
and the profits tax as an Overseas Trade Cor- 
poration— 

(a) if— 

““(i) it is carrying on a trade outside the 
United Kingdom, or 

““dii) it is a principal company not itself 
carrying on a trade but having a subsidiary 
company which is an Overseas Trade Corpora- 
tion and which is carrying on a trade outside 
the United Kingdom, and 

‘“(b) if it is not disqualified under the next 
following section: 

(Continued on following page) 
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In arguing for the defeat of an amend- 
ment designed to limit parent O. T. C.’s to 
those corporations having only O. T. C.’s 
as subsidiaries,” the Economic Secretary to 
the Treasury stated: 


“TW Je think it a great mistake to meddle 
more than we have to with the structure of 
companies and groups of companies. . 
We see no cause for forcibly altering the 
structure of companies and groups of com- 
panies unless there is a good reason for 
doing so.... 


“We do not see that there is any chance 
for evasion here.” ” 


An amendment designed to extend the 
definition of an O. T. C. was also defeated. 
This amendment would have permitted a 
nontrading parent to qualify as an O. T. C. 
even if all of its subsidiaries were non- 
residents, providing only that they carried 
on trade outside the United Kingdom.” The 
Chancellor of the Exchequer, speaking against 
the amendment, argued that the primary 
object of the bill is to remove the competi- 
tive disadvantage under which a resident 
corporation, paying British taxes, operates 
in a foreign country. In so far as a non- 
resident does not pay British tax, he argued, 
it is not encompassed by the objectives of 
the present measure.” 


It should become clear further on that the 
chancellor’s argument comes to grips with 
only one half of the problem. He is correct 
in so far as the act is of aid to individual 
companies operating in foreign countries. 
However, the bill also permits tax-free 
transfers of certain funds between O. T. C.’s, 
and the Chancellor’s arguments do not ex- 
plain why in this connection resident com- 
panies are to be favored over British-owned 
nonresident companies. 


There are, however, reasons for not favor- 
ing holding companies’ operating through 
nonresident subsidiaries. The royal com- 
mission pointed out that: 





(Footnote 15 continued) 


“Provided that sub-paragraph (ii) of para- 
graph (a) of this subsection shall not apply to 
a principal company where any company which 
is a subsidiary of that principal company is 
resident in the United Kingdom but is not an 
Overseas Trade Corporation,’’ 

%°572 House of Commons Debates, col. 259. 

7572 House of Commons Debates, col. 264. 

% 572 House of Commons Debates, col. 269. 

% 572 House of Commons Debates, col. 289. 

* Cmd. 9474, cited at footnote 7, at par. 641; 
see also 572 House of Commons Debates, col. 
337; but see col. 281. 

"1 References to the bill as introduced are to 
Bill 78, ordered to be printed April 17, 1957. 
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“Once the company becomes truly localised 
abroad, there must follow some break in a 
whole series of connections which are valu- 
able to us in the maintenance of our general 
economy and the prestige which is an ele- 
ment of it—connections with banks and 
insurance companies, with financial insti- 
tutions, with makers of equipment and 
furnishers of supplies, with the sources of 
recruitment of new staff. And these things 
are themselves interdependent. There is a 
natural tendency, for instance, for orders of 
plant and equipment to go to the country 
in which the engineer responsible received 
his technical training. Generally speaking, 
therefore, the United Kingdom ought to 
aim at conditions which favour the manage- 
ment and control of overseas business being 
retained in this country.” ” 


The act may also deny O. T. C. treat- 
ment to a company carrying on trade outside 
the United Kingdom and having subsidi- 
aries which were all O. T. C.’s. Although 
such a situation may be rare, there does not 
appear to be any reason why such a com- 
pany should be disqualified. 


A company carrying on trade in the United 
Kingdom cannot qualify as an O. T. C. 
The bill as introduced,” however, provided 
that if a company produced a commodity 
which was ordinarily bought and sold by 
agents or brokers on a “recognized market” 
in the United Kingdom, such sales by the 
company would not disqualify it from O. T. C. 
treatment. This section was broadened by 
an amendment permitting such a company 
to also sell quantities of the same com- 
modity purchased in addition to its pro- 
duction.” In other words, a corporation 
producing a nominal amount of a com- 
modity could purchase large quantities of 
the same commodity, transact sales as de- 
scribed in Section 24 (1) (see footnote 22), 
and qualify as an O. T. C. 


One member of the House of Commons 
expressed his belief that the phrase “recog- 





#2572 House of Commons Debates, col, 357; 
Finance Act of 1957, Sec. 24(1): 


“Provided that a company carrying on a 
trade which consists of or comprises the pro- 
duction of commodities of a kind bought and 
sold by agents or brokers in a _ recognized 
market in the United Kingdom shall not be 
disqualified under this subsection by reason 
only that the company effects sales of such 
commodities through an agent or broker in 
that market if, by virtue of subsection (1) of 
section three hundred and seventy-three of the 
Income Tax Act, 1952, that agent or broker 
cannot be charged in respect of profits or gains 
arising to the company from those sales.’’ 
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Companies engaged in banking, 
insurance, air or sea transport, or 
the business of dealing in 
securities, cannot qualify 

as overseas trade corporations. 


occurred in a 
23 


nized market” had never 
United Kingdom statute prior to this one. 
Others wondered by whom the market had 
to be “recognized.”™ In fact, at an early 
stage of the bill’s passage through the 
House of Commons, it was made to appear 
that the government might adopt a clarify- 
ing amendment. However, at a later stage, 
a spokesman for the government indicated 
that the phrase was to be given meaning 
by administrative interpretation, and no 
Statutory definition would be undertaken.” 


To insure that exempt profits actually 
arise outside of the United Kingdom, an 
O. T. C. purchasing goods from a United 
Kingdom seller must take delivery f. o. b. 
the ship or plane in which the goods are to 
be exported. The price of the goods in 
such a transaction cannot be “less than the 
price which the property might have been 
expected to fetch if the parties to the trans- 
action were independent persons dealing at 
arm’s length.” The Commissioners of 
Inland Revenue are given powers to ad- 
just the prices to comply with the above- 
quoted statutory direction. This provision 
was undoubtedly included in expectation of 
the many corporate reorganizations de- 
signed to set up subsidiaries capable of 
qualifying as O. T. C.’s. The government 
seems to feel that this provision is neces- 
sary not only to handle the obvious avoid- 
ance devices, but to calm the fear of Britain’s 





3572 House of Commons Debates, col, 455. 


**See 573 House of Commons Debates, col. 
961; 572 House of Commons Debates, col. 465. 


** See 572 House of Commons Debates, col. 


* Finance Act of 1957, Sec. 24(2): 


“Without prejudice to the generality of sub- 
section (1) of this section, a company carrying 
on a trade which consists of or comprises the 
purchase of goods exported or to be exported 
from the United Kingdom for the purpose of 
marketing them outside the United Kingdom 
shall not qualify as an Overseas Trade Cor- 
poration if— 


“‘(a) delivery of the goods so purchased is 
taken by the company in the United Kingdom 
otherwise than on board a ship or aircraft, 
being the ship or aircraft in. which they are 
exported, or 

*“(b) in a case where delivery of the goods 
is taken on board a ship or aireraft in which 
the goods are exported, the seller does not 
bear the whole of the insurance, commission 
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European neighbors who might conclude 
that the new act contains a hidden export 
subsidy.” 

However, the powers given to the Com- 
missioners of Inland Revenue to adjust 
prices may be easier to describe than to 
administer, This point has not been over- 
looked by the Chancellor of the Exchequer 
who perhaps takes it as a challenge to his 
resourcefulness.” The Chancellor is not 
alone in this position. Barlow and Wender 
are also of the opinion that it is adminis- 
tratively feasible to carry out such a provi- 
sion and that the export function can be 
effectively valued for tax purposes.” 


Regardless of the quantity of opinion to 
the contrary, it should be apparent that 
where a corporate structure is set up to 
take advantage of the new provision, and 
a parent is selling a product to its sub- 
sidiary which is not widely traded, the anti- 
avoidance provisions will be difficult to ad- 
minister and perhaps ineffective.” 


The conservative reader may not agree 
that “all these f.o.b. provisions are eyewash 
put in to satisfy foreign critics of the gov- 
ernment,” or that “it will add lush fresh 
fields of tax avoidance to [the United 
Kingdom] fiscal system,’ but it does seem 
clear that in certain cases the Commission- 
ers of Inland Revenue will have to compute 
prices based not on comparable sales, but 
on bookkeeping allocations. 


Companies engaged in banking, insurance, 
air or sea transport, or the business of 
dealing in securities, cannot qualify as 
O. T. C.’s.* One reason for excluding some 
of the members of this group can be traced 
to the difficulty that would be involved in 
trying to separate their income earned in 





and other charges and expenses incidental to 
the delivery of the goods on board, or 

‘““(c) the company provides any services in 
respect of, or (apart from paying the purchase 
price) incurs any charges for insuring, pre- 
serving, warehousing, transporting or otherwise 
dealing with, the goods while they are in the 
United Kingdom.” 

* Finance Act of 1957, Sec. 31. 

%In keeping with her obligations under the 
G. A. T. T., Britain has pledged not to sub- 
sidize her exporters. See 568 House of Com- 
mons Debates, col. 992; 572 House of Commons 
Debates, cols. 366, 369, 465. 

2° See 572 House of Commons Debates, col. 368. 

%* Barlow and Wender, cited at footnote 3, 
at pp. 265-269; see also Internal Revenue Code 
of 1954, Sec. 482; Cmd. 9474, cited at footnote 7, 
at pars. 669 and 676. 

31 See 572 House of Commons Debates, cols. 
365 and 465. 

%2 572 House of Commons Debates, col. 465. 

383572 House of Commons Debates, col. 551. 

% Finance Act of 1957, Sec. 24(3)(a). 
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the United Kingdom from their income 
earned abroad. 


The O. T. C. device cannot be used to 
receive payments from foreign sources for 
personal services or artistic and literary 
works.” 

It might be well to point out that the 
new United Kingdom act offers tax relief to 
firms selling to or in a foreign country, and 
to firms producing in a foreign country. In 
the United States, on the other hand, tax 
relief is usually proposed to encourage only 
the latter.” The problems involved in draft- 
ing a provision which separates the two 
types of foreign enterprise along adminis- 
tratively feasible lines have, to a great ex- 
tent, delayed new United States legislation 
on this subject. It must be remembered, 
however, that the British situation is in at 
least one way very different from our own. 
There, everyone seems agreed that for bal- 
ance-of-payments reasons, export is to be 
encouraged, but, for the same reasons, there 
are those who doubt the wisdom of en- 
couraging investment outside of the United 
Kingdom. This latter group is opposed to 
the new act on the grounds that the United 
Kingdom must prevent increased expendi- 
ture of foreign exchange and, at the same 
time, build more industry in the British 
Isles.” The government, however, has chosen 
to take the risk of increased expenditures of 
foreign exchange, feeling that the gamble is 
well worth the benefits that will accrue to the 
United Kingdom if the number of profitable 
British-owned foreign investments increases.” 


A company cannot qualify as an O. T. C. 
unless the profits arising from all of its 
trade are subject to foreign tax, or would 
be subject to a foreign tax if every country 
in the world had a system of taxation cor- 
responding to the system used in the United 
Kingdom.” As a comment on the drafting 
of this provision, it appears that in every 
instance that a company could qualify under 
Section 24(5)(a), it could also qualify under 
Section 24(5)(b), and it is by no means 
clear why the first subsection was included. 


% Finance Act of 1957, Sec. 24(3)(b). 

% See New York Times, June 9, 1957, Sec. 3, 
p. 1, col. 1 

* See Cmd. 9474, cited at footnote 7, at pars. 
651 and 652: 572 House of Commons Debates, 
cols. 470, 493, 498; 573 House of Commons 
Debates, col. 1545. 

%*% See Cmd. 9474, cited at footnote 7, at par. 
645; 569 House of Commons Debates, col. 821; 
572 House of Commons Debates, col. 533. 

*® Finance Act of 1957, Sec. 24(5): 

“A company shall not qualify as an Overseas 
Trade Corporation unless— 

(a) the profits arising from the whole of 
the trade carried on by the company are charge- 
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Trading income is exempt from 
profits tax until it is received as a 
dividend by a corporation which is 
not an overseas trade corporation. If 
the dividend from an O. T. C. 

is to an individual, profits tax 

is entirely avoided. 


In connection with this provision, the Finan- 
cial Secretary has stated that it “is to insure 
that we would not have a case of a company 
which, in effect, escapes tax at both ends, 
both a tax in the United Kingdom and 
whatever tax there may be in the country 
where it is operating.” 


A quick reading of the above quotation 
might give the reader the impression that 
the speaker did not understand all the rami- 
fications of the new bill. Especially would 
this be so if one envisaged a company trad- 
ing in a country having no income tax and, 
as will be explained below, deferring its 
United Kingdom tax to a later date when 
the tax rate in that country may be substan- 
tially less than at present. However, subse- 
quent remarks by the Financial Secretary 
indicate that he had in mind a company 
functioning in a particular way. The ex- 
ample troubling him seems to be that of a 
corporation resident in the United Kingdom 
drilling for oil (or killing whales and proces- 
sing their oil) on the high seas, and selling 
the product to a purchaser who would take 
delivery at the well head (or processing 
ship).“ This type of corporation is un- 
doubtedly engaging in a type of foreign 
trade, but it is not subject to the tax of 
two countries and is not meant to be given 
relief by the new act. 


It is interesting to speculate as to whether 
the drafters of Section 24(5) have uninten- 
tionally provided a windfall for certain 
foreign governments. The example that 
comes most readily to mind is that of a cor- 
poration resident in the United Kingdom 
which, up until the present, has exported a 
part of its production in the usual way to 


able in a country or countries outside the 
United Kingdom to some tax similar in char- 
acter to income tax or the profits tax in the 
United Kingdom, or 

“(b) assuming that in every country outside 
the United Kingdom a tax of a character and 
scope corresponding in all respects to income 
tax were charged on the profits arising from 
any trade exercised within the country’ by 
either a resident or a non-resident, the profits 
arising from the whole of the trade carried on 
by the company would be chargeable in one or 
more such countries to tax of that character."’ 

” 569 House of Commons Debates, col. 818. 

“572 House of Commons Debates, col. 440. 
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purchasers from countries having a system 
of taxation similar to that of the United 
Kingdom. If this corporation is to avail 
itself of the relief offered by the new act, 
it must set up a subsidiary to handle its 
export trade, and this subsidiary must be 
set up so that it is within reach of the 
foreign tax net. When this occurs, any tax 
which is paid to the foreign government will 
be permanently lost to the United Kingdom 
because of the operation of the credit device. 


Whether or not the company is amenable 
to foreign tax will be irrelevant if the com- 
pany is attempting to qualify as a “parent” 
company. In such a situation, the company 
will not be carrying on trade, and the for- 
eign tax provision is inapplicable. 


Under the new act, the income of an 
O. T. C. is divided into trading income and 
investment income. Trading income en- 
compasses income from any trade carried 
on by an O. T. C, Additionally, dividends 
received by one O. T. C. from another 
O. T. C., if either O. T. C. is a subsidiary 
of the other or both are subsidiaries of the 
same O. T. C. and the dividend is made out 
of trading income, are deemed trading in- 
come. Investment income is simply all in- 
come which does not qualify as trading 
income.” 

For purposes of determining its tax on 
trading income, an O. T. C. is treated as a 
nonresident and will pay no tax on that 
income in the year it is earned. However, 
an O. T. C. is not allowed to offset its 
investment income—which is taxed in the 
usual way—with its trading losses.” 


Income tax is to be paid on trading in- 
come in the year in which such income is 
distributed. The tax will then be computed 
at the rate in effect in “the year of assess- 
ment in which the dividend became due.’ 
This clause was not in the bill as intro- 
duced, but was added to make certain that 
no controversy would arise over the proper 
rate to be applied.” This provision may, in 
effect, make this statute one granting an 
exemption instead of a deferral. This will 
be the case if in the future the standard 
rate decreases. 

An alternative method of coping with this 
problem has been suggested by Barlow and 
Wender.* Their plan would require a cor- 
poration to file an annual information return 
which would state the amount of tax owed 
for the year of filing. At the time of dis- 

“@ Finance Act of 1957, Sec. 35. 

* Finance Act of 1957, Sec. 25. 


“ Finance Act of 1957, Sec. 26. 
* 572 House of Commons Debates, col. 507. 
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tribution, a last-in-first-out rule would be 
applied to determine the years in which the 
distribution was earned, and tax would be 
computed according to the rates in effect 
in those years. Although the authors do not 
supply their reasons for suggesting the last- 
in-first-out method, on the surface it would 
appear to be preferable to the United King- 
dom method if the purpose of the statute is 
to create a deferral rather than a possible 
exemption. 


It may well be that the United Kingdom 
method will prove easier to administer, or 
perhaps the answer lies in the eternal 
optimism of the business community. If 
this latter group is responsible for the pro- 
vision, it no doubt will be rudely shocked 
if in the future the standard rate increases. 


If the shareholder of an O. T. C. is a 
nonresident, no United Kingdom tax is pay- 
able on trading income, either at the time 
it is earned or at the time it is distributed. 
But if the nonresident is a subsidiary of a 
British resident company, tax will be pay- 
able at the time of distribution to the non- 
resident. However, it is possible for a group 
of resident corporations to set up a single 
nonresident subsidiary to hold the stock of 
their O. T. C.’s, and this nonresident will 
be able to get tax free earnings outside the 
United Kingdom tax net in the form of 
dividends. In which event, the money could 
be used unhindered by the restrictions in 
the new act. The corporations need only 
make certain that no one of them owns 51 
per cent of the nonresident. This situation 
was brought to the attention of the govern- 
ment, but at present it is not thought to be 
a dangerous avoidance device.” 


In the case of a distribution of trading 
income to an O. T. C., the recipient O. T. C. 
is to be treated as a nonresident, and tax 
is thereby avoided at the time of distribu- 
tion. The obvious purpose of this provision 
is to permit the switching of funds from 
one O. T. C. to another without the pay- 
ment of United Kingdom tax. It is at this 
point that the bill becomes more of an 
aid to the expansion of multicountry trade 
rather than simply an aid to United King- 
dom operating companies competing in a 
particular country. 

The provision permitting tax-free distri- 
butions to nonresidents may be of interest 
to American business. If an American com- 
pany is planning a multicountry foreign 
operation which could be carried on through 


* Work cited at footnote 3, at p. 326. 

** See 572 House of Commons Debates, col. 
521; 573 House of Commons Debates, cols. 977, 
978. 
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O. T. C.’s, a parent O. T. C. could accumu- 
late or shift funds and not be subject to 
United Kingdom tax. Such an operation 
may be more expedient than the current 
method of resorting to incorporation in such 
places as Venezuela or Panama.“ 


The provision exempting corporate earn- 
ings distributed to nonresidents did not go 
through without opposition. One House 
of Commons member argued: 


“[I]f someone wants to have a company 
registered in this country and enjoy 
the benefits of British protection, the pro- 
tection of British company law and, pre- 
sumably, in certain circumstances, of British 
prestige, British influence and of the British 
Armed Forces overseas, there ought to be 
some liability to United Kingdoms tax.”” 


Notwithstanding such patriotism, it seems 
difficult at this stage to determine whether 
Britain will get more from, or give more to, 
foreign-owned corporations resident in the 
United Kingdom. 


An O. T. C. is allowed to credit foreign 
taxes paid by it against its United Kingdom 
tax. However, its credit is limited to the 
sum of what its yearly credits would have 
been if it paid tax on the income as earned 
at a rate equal to the actual rate at which 
it is eventually taxed. Additionally, where 
a parent O. T. C. pays the United Kingdom 
tax on trading income received from a sub- 
sidiary O. T. C., it is entitled to take into 
account the foreign tax paid by the subsidi- 
ary in connection with the trading income.” 


Trading income is also exempt from 
profits tax until it is received as a dividend 
by a corporation which is not an O. T. C.™ 
If the dividend from an O, T. C, is to an 
individual, profits tax is entirely avoided. 


The bill as originally introduced created — 


what might be thought of as an illogical 
situation. Prior to the new act, a corpora- 
tion was entitled to credit foreign taxes 
against income and profits tax, but an 
O. T. C. was exempt from profits tax and, 
therefore, if it paid foreign taxes at a rate 
greater than the United Kingdom standard 
rate, full credit for the foreign tax could not 
be taken. Accordingly, a new subsection 
was added to the bill to permit the corpora- 
tion that finally pays the profits tax on 
trading income to use up any remaining 
credit.” 





“Gibbons, ‘‘Tax Effects of Basing Interna- 
tional Business Abroad,’’ 69 Harvard Law Re- 
view 1206 (1956). 

“572 House of Commons Debates, col. 509. 

*® Finance Act of 1957, Sec. 28. 

* Finance Act of 1957, Sec. 29. The act, 
additionally, contains provisions designed to 
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lt seems difficult at this stage, 

Mr. Bronheim writes, to determine 
whether Britain will get 

more from, or give more to, 
foreign-owned corporations resident 
in the United Kingdom. 


Perhaps the most difficult set of problems 
that must be solved in connection with a 
statute of this type has to do with what 
might be called chameleon corporations. 
These are corporations that either desire to 
change their status, or do not wish to do so 
but find such a result thrust upon them, In 
the case of the new act those problems will 
arise because situations can occur in which 
it will be beneficial for a corporation or a 
family of corporations not to be classified 
as O. T. C.’s, Additionally, because of the 
complexity of the act, it may not be possible 
for a corporation wishing to remain an 
O. T. C. to stay within the letter of the 
prerequisites. Finally, provision must be 
made for the eventual good-faith termina- 
tion of O. T. C. status. 


It would be harsh, indeed, if corporations 
were compelled to accept O. T. C. treatment 
where such treatment resulted in a higher 
tax burden. Accordingly, the act provides 
that “A company which has never been an 
Overseas Trade Corporation may, by notice 
having effect as from the first period in 
which it would otherwise qualify as an 
Overseas Trade Corporation, elect not to 
qualify as an Overseas Trade Corporation.’™ 


Such election may be revoked by the 
corporation. 


Once a corporation becomes an O. T. C., 
it can subsequently disqualify itself in two 
ways. First, it can apply to the Commis- 
sioners of Inland Revenue for what is, in 
effect, a disqualification certificate. This is 
to be issued unless “the sole or main benefit 
which the company will derive from the” 
change in status is a reduction of tax on 
its investment income which would not be 
available to an O. T. C. A corporation may 
at a later date require that the certificate 
be withdrawn." Second, it can deliberately 
fail to meet the qualifications set out in the 
act. However, if the transactions resulting 
in the disqualifications “were, having regard 
to the activities of the company as a whole, 


prevent avoidance by deeming certain inter- 
corporate grants and loans to be dividends. 

52 See 572 House of Commons Debates, col. 527. 

% Finance Act of 1957, Sec. 23(2); see also 
572 House of Commons Debates, col. 296, and 
573 House of Commons Debates, col. 1182. 

5¢ Finance Act of 1957, Sec. 23(3). 
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of a minor nature,” and if the “sole or main 
benefit which the company will derive from 
not” qualifying would be the reduction of 
tax on its investment income—a reduction 
not available to an O. T. C.—the commis- 
sioners can refuse to allow the reduction.” 


To deal with the problem of the corpora- 
tion which “would have the necessary quali- 
fications so as to qualify as an Overseas 
Trade Corporation . . . but for some event 
over which the company had no control or 
some act done by the company inadvert- 
ently [,if] no material advantage was ob- 
tained by the company from that event or 
from its act,” the Commissioners of Inland 
Revenue may disregard the event or act.” 
It appears that this section applies to corpo- 
rations which are O. T. C.’s, and to those 
attempting to qualify for the first time. The 
provision evoked a request to know whether 
the act was so complex “that at the end of 
the labyrinth there must be the comforting 
arms of the Commissioners of Inland Rey- 
enue” to set right those who stumble.” 


It goes without saying that these provi- 
sions will add to the headaches of those 
who are called upon to administer the act. 
It is bad enough that they will have to 
carefully scrutinize many export transac- 
tions to see that Section 24 is complied 
with, but they must also determine whether 
noncompliance was due to inadvertence and 


resulted in no material advantage. 


On the other hand, the method chosen to 
tax corporations making a bona-fide effort 
to terminate their O. T. C. status may be 
administratively simple, but financially so 
burdensome as to put an unwholesome 
brake on such changes. Though the statute 
is not too clear on the point, it would 
appear that an O. T. C. which begins to 
trade in the United Kingdom will be subject 
to tax on all of its undistributed trading 
profits in the year of assessment in which 
the change takes place.™ The impact of 
such a provision on a corporation’s cash 
position could be substantial. One alterna- 
tive would be to defer tax on the trading 
income until it is distributed or invested in 
the United Kingdom.” 


The bill as introduced contained a provi- 
sion which gave the Commissioners of 





Inland Revenue power to make regulations 
“for extending the time within which assess- 
ment may be made.”” No doubt this was 
included because of the many, and in some 
cases new, tasks imposed by this device on 
the commissioners. This provision was 
thought to give too much power to the 
commissioners and to create areas of un- 
certainty for the business community; ac- 
cordingly, it was omitted from the bill as 
finally enacted.” Whether the new act can 
be effectively administered without this pro- 
vision remains to be seen, but where the 
government embarks on a new program 
designed to give tax relief to a specific 
group, the interest of the government in 
detecting avoidance schemes may outweigh 
that group’s desire for certainty. In any 
event, “desires for certainty” must be care- 
fully scrutinized to determine whether they 
are something more than a_ taxpayer's 
rationalization for a more sporting approach 
to tax collection. 


It is unlikely that the new act will give 
an O, T. C. any substantial advantage in 
relation to its American-owned competitors. 
This is providing that the word “advantage” 
is not used to describe an O. T. C.’s position 
in a situation where its taxes will now be 
only as high as those of its competitors. 


Where an O. T. C. competes in the 
United States market, American firms will 
not be at a disadvantage, because all traders 
in the market are subject to United States 
tax. 


Further, an O. T. C. will have no ad- 
vantage when competing with a United 
States firm in a foreign market. All relief 
extended to the O. T. C. can be obtained 
by a United States business if its competi- 
tive operation is carried on by a subsidiary 
incorporated in the country of operation. 
Additionally, if all the foreign subsidiaries 
of a United States business are held by a 
parent incorporated in a “tax haven,” the 
position of the American business, in so 
far as competition at the operating level and 
mobility of funds is concerned, is at least 
as tax free as will be a comparable structure 
made up of O. T. C.’s. 


If, however, a branch of a United States 
corporation is competing with a British 





5} Finance Act of 1957, Sec. 30(3). It is ques- 
tionable whether a statute should be drafted 
in such a way as to bar only enumerated avoid- 
ance schemes. It is presumptuous to assume 
that, in the future, schemes will not be devel- 
oped whereby it will be advantageous for an 
Oo. T. C. to disqualify itself for some other 
tax benefit. Such schemes could include meth- 
ods for offsetting O. T. C. trade losses against 
a non-O. T. C. parent's gains; or perhaps the 
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reverse situation may occur. See Finance Act 
of 1957, Schedule 4, Sec. 3(2), and Finance Act 
of 1953, Sec. 20(9). 

% Finance Act of 1957, Sec. 30(2). 

% 572 House of Commons Debates, col, 539. 

3% Finance Act of 1957, Schedule 6, Sec. 5(1). 

5® See Barlow and Wender, cited at footnote 3, 
at p. 328. 

® Bill 78, Sec. 31(1)(b). 

*.572 House of Commons Debates, col. 569. 
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company in a third country, and the British 
company becomes an O. T. C., the United 
States business will be at a substantial dis- 
advantage. The obvious solution to this 
problem would be for the branch to become 
a foreign subsidiary. However, if such a 
move was taken “in pursuance of a plan 
having as one of its principal purposes the 
avoidance of Federal income taxes,” gain or 
loss may be recognized on the transaction.” 
Moreover, a comparable transfer by a 
United Kingdom corporation to an O. T. C. 
will not ordinarily give rise to the payment 
of any tax. 


A different approach would be to allow a 
branch to be treated for tax purposes as a 
subsidiary incorporated in the country in 
which it operates. In any event, it is un- 
likely that the situation is common enough 
to warrant new legislation. 


The act may set a novel, and perhaps 
disquieting, precedent in the United King- 
dom, but it hardly justifies new relief provi- 
sions for American business with foreign 
operations. Further, until the United States 
decides to tax all corporations “resident” in 
this country, it need not fear that American- 
owned firms are severing their connections 
with the United States. [The End] 


THE UNIFORM DIVISION OF INCOME FOR STATE TAX PURPOSES 


—Continued from page 750 


that the capital of the business is invested 
in other manners, such as larger inventories, 
which are reflected in the property factor. 
After rather exhaustive deliberations, the 
national conference felt that on balance 
the inclusion of rented property would re- 
sult in a more equitable system than would 
result from its exclusion. 


Sections 13 and 14 of the uniform act 
provide for the method of determining the 
payroll factor. Basically the uniform act 
incorporates the same test that is used for 
determining which state is to be paid the 
unemployment compensation tax. Through- 
out the discussions of the act, there was 
general agreement that this system was 
equitable, in addition to the fact that this 
factor can be rather easily computed by 
reference *) the data collected for unem- 
ployment compensation purposes. 


Sections 15 through 17 of the act provide 
for the computation of the sales factor. Two 
major problems are encountered in respect 
to these provisions. The first problem arises 
because, with two exceptions, sales are at- 
tributed to the consumer state rather than 
to the state of sales activity or the place 
where goods are appropriated to the orders. 
If the taxpayer is not taxable in the state 
to which the goods are shipped or if the 
purchaser is the United States Government, 
the sales are attributed to the state from 
which the goods are shipped. Manufactur- 
ing states probably would prefer a system 
attributing sales to the place from which 
goods are shipped in every case. However, 
the national conference was of the opinion 
that such a system would merely duplicate 


* 1954 Code Sec. 367. 
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the property and payroll factors which 
emphasize the activity of the manufacturing 
state, so that there would tend to be a dupli- 
cation by such a sales factor. Moreover, it 
is believed that the contribution of the 
consumer states toward the production of 
the income should be recognized by attributing 
the sales to those states. The exception in 
the case of the United States Government 
was included because consumption of such 
sales cannot be said to occur in a specific 
state, particularly in the case of shipments 
to overseas points of embarkation. In the 
manufacturing states, some opposition to the 
method of apportioning sales is to be ex- 
pected, although once again it is believed 
that the over-all benefits of uniformity and 
the equities of the situation will mitigate 
this facet of the act becoming a major 
enactment hurdle. 


Another problem arises in conjunction 
with sales other than sales of tangible 
personal property. Section 17 of the uni- 
form act attributes these sales to the state 
in which the income-producing activity is 
performed. If the activity is performed in 
more than one state, the sales are attributed 
to the state in which the greater proportion 
of the activity was performed, based upon 
costs of performance. In many types of 
service functions, this approach appears 
adequate. However, there are many unusual 
fact situations connected with this type of 
income and probably the general provisions 
of Section 18 should be utilized for these 
cases. If we assume that the activity in- 
volved is the servicing of industrial equip- 
ment, the formula provided in the uniform 
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act could be easily applied and the result 
appears equitable. In contrast, assume that 
the sales item involved is advertising reve- 
nue received by a national magazine pub- 
lisher. The state of activity would be 
difficult, if not impossible, to ascertain, so 
it would appear that this type of income 
may well be apportioned on the same basis 
as subscription income. The national con- 
ference considered this problem at length 
and concluded that for certain types of 
sales income, exceptions would have to be 
established by the tax collection agencies, 
since no formula seemed to be satisfactory 
for every conceivable factual situation. Gen- 
erally, it was felt that the provisions of 
Section 17 were the best that could be 
designed to cover the greater proportion 
of the cases. i 


Section 18 is a general section which 
permits the tax administrator to require, or 
the taxpayer to petition, for some other 
method of allocating and apportioning the 
income where unreasonable results ensue 
from the operation of the other provisions 
of the act. This section necessarily must 
be used where the statute reaches arbitrary 
or unreasonable results so that its applica- 
tion could be attacked successfully on con- 
stitutional grounds. Furthermore, it gives 
both the tax collection agency and the 
taxpayer some latitude for showing that for 
the particular business activity, some more 
equitable method of allocation and appor- 
tionment could be achieved. Of course, 
departures from the basic formula should 
be avoided except where reasonableness 
requires. Nonetheless, some alternative 

. 


method must be available to handle the 
constitutional problem as well as the un- 
usual cases, because no statutory pattern 
could ever resolve satisfactorily the prob- 
lems for the multitude of taxpayers with 
individual business characteristics. 


As in the case of other apportionment 
formulas, the uniform act gives equal weight 
to each factor in the formula, and the aver- 
age of the factors determines the percentage 
to be apportioned to each state. 


Conclusion 


The Uniform Division of Income for Tax 
Purposes Act represents a significant step 
toward achieving uniformity among the 
states in the methods of determining the 
allocation and apportionment of income. 
However, support for enactment of the 
uniform act must be found among both tax- 
paying and tax-collecting groups in order 
for the act to fulfill its basic purpose of 
simplifying the task of computing state 
taxes. The degree of support will depend 
primarily upon the effect of adoption of 
the act on the total tax revenues of the 
state and on the tax burden of the major 
business entities. The uniform act appears 
to be equitable in that it represents a com- 
promise between the positions of consumer 
and manufacturing states. Moreover, the 
act provides a reasonable method for allo- 
cating and apportioning the income of 
most multistate businesses. The success of 
the act now depends on its favorable con- 
sideration by the state legislatures. 


[The End] 


WAYS AND MEANS COMMITTEE'S WORK BOOSTED 


The number of bills referred to the 
House Ways and Means Committee 
in 1957 was nearly four times that of 
the session of ten years ago. Commit- 
tee Chairman Jere Cooper, in his an- 
nual review to the House, said that 
while only 407 bills were introduced 
and referred to his committee in the 
first session of the Eightieth Congress 
in 1947, a total of 1,538 bills were 
referred to his committee in the first 
session of the Eighty-fifth Congress 
in 1957. Even more indicative of the 
rapid increase in the number of bills 
coming under the jurisdiction of the 
committee is Chairman Cooper’s citing 
of the fact that in the entire two years 
of the Eighty-fourth Congress, cover- 
ing 1955 and 1956, only 1,324 bills 
were referred to his committee. This 
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is less than the one-year total of 1957. 
The committee has jurisdiction over 
bills involving taxes, social security 
and tariff. 

Of the total number of bills referred 
to it in 1957, the Ways and Means 
Committee reported out 50 to the 
House. Forty-three of these passed 
the House and 21 passed the Senate 
and were enacted into law. 

In a preview of the 1958 second 
session of the Eighty-fifth Congress, 
Chairman Cooper told the House that 
the three subcommittees of his com- 
mittee have been working hard on 
agendas for the next year and that 
the groundwork being laid by their 
continuing and careful studies will be 
of great importance to the full com- 
mittee’s actions in the coming session. 
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By MELVIN G. DAKIN 


The Change from Cash to Accrual Accounting 
Pyramided Income, Double Deductions anc 


This article is concerned with the problems which plague the taxpayer, 

the Commissioner and Congress when a transition is being made 

from cash- to accrual-basis tax accounting, whether by voluntary action on the 
part of the taxpayer, because he recognizes that cash-basis accounting 

no longer meets his needs, or whether by compulsion from the Commissioner, 


on the ground that cash basis does not ‘‘clearly reflect income.’ 


The author is 


professor of law at Louisiana State University. His article is reprinted, with 
permission, from the Northwestern University Law Review, Vol. 51, No. 5, 1956. 


‘ASH RECEIPTS and disbursements as 

A a method of determining net income has 
achieved practical indispensability in the 
administration of the income tax—it is as 
natural to find it from the outset the method 
in use for individuals and small enterprises 
as it is difficult to persuade its abandon- 
ment. Only when the complexities of trans- 
actions assume such proportions that cash 
flow results in serious distortions do tax- 
payers turn to the more precise measure- 
ments of an accrual system. The general 
use of cash accounting is accepted by the 
Treasury in such simple ways as giving it 
first mention in the regulations. Thus, “gains, 
profits, and income are to be included in the 
gross income for the taxable year in which 
they are received unless they are in- 
cluded as of a different period in accordance 
with the approved method of accounting 
followed .”* (Italics supplied.) The 
1909 act as well as the 1913 act required a 
strict cash basis of accounting for income.’ 


Since reporting on an accrual basis was 
first authorized in the 1916 act, the law has 
been so stated that the cash-basis taxpayer 
could not arbitrarily be required to change 
his method of accounting in order to make 
his tax computation.’ Thus, the 1954 Code 
provides that: “Taxable income shall be 
computed under the method of accounting 
on the basis of which the taxpayer regu- 
larly computes his income in keeping his 





1 Regs. 118, Sec. 39.42-1 (1953). 

? Revenue Act of 1909, Sec. 38(2), 36 Stat. 113; 
Revenue Act of 1913, Sec. IIB, 38 Stat. 167; 
U. 8. v. Anderson, 1 ustc § 155, 269 U. S. 422 
(1926). 
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books” and only if “no method of account- 
ing has been regularly used by the taxpayer, 
or if the method used does not clearly re- 
flect income” is the Commissioner authorized 
to interfere with the taxpayer’s calculations 
and to compel the cash-basis taxpayer to 
adopt accrual procedures.‘ 


This article is concerned with the prob- 
lems which plague the taxpayer, the Com- 
missioner and Congress when a transition is 
being made from cash- to accrual-basis tax 
accounting, whether by voluntary action on 
the part of the taxpayer because he recog- 
nizes that cash-basis accounting no longer 
meets his needs or whether by compulsion 
from the Commissioner on the ground that 
cash basis does not “clearly reflect income.” 


Reason for Changing 
from Cash to Accrual Accounting 


The taxpayer who finds himself in trouble 
over his method of accounting usually finds, 
also, that his problem has developed gradually 
with the expansion of his business opera- 
tions. In the early stages of an enterprise, 
offsetting cash payments for expenses and 
purchases during the year against cash re- 
ceipts for service and merchandise gives a 
reasonably accurate picture of annual net 
profit. So long as sales and purchases are 
mainly for cash, there is no problem of 
fluctuating accounts receivable and accounts 
payable from year end to year end. Even 


3’ Revenue Act of 1916, Sec. 13, 39 Stat. 771. 
* 1954 Code Sec. 446(a),(b). 
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inventories may not be a problem if carry- 
over stocks from season to season are in- 
consequential. 

With growth, however, come accounting 
problems. More and more business is done 
on credit, both as to sales and as to pur- 
chases. Likewise, longer-range purchasing 
brings goods on hand at the end of an ac- 
counting period into increased importance 
from the standpoint of making an accurate 
computation of net profit. In such circum- 
stances, a taxpayer finds himself squarely 
within the statutory language that “if the 
method [of accounting] used does not clearly 
reflect income, the computation of taxable 
income shall be made under such method as, 
in the opinion of the Secretary or his dele- 
gate, does clearly reflect income.” * 


However, the taxpayer may not immedi- 
ately make the change to accrual account- 
ing despite a realization that his affairs are 
conducted on such a scale and in such a 
manner that cash accounting no longer 
“clearly reflects income.” Even after a de- 
cision is made to change his method of 
keeping books and he does so, he may delay 
changing his method of reporting income 
because of possible tax penalties which he 
may incur in the year of transition. If he 
defers too long, however, he may find the 
Commissioner insistent that his reporting 
be brought into line with his bookkeeping. 
The Commissioner has the clear statutory 


5 1954 Code Sec. 446(b). 

® 1954 Code Sec. 446(a). But see Robert G. 
Frame, CCH Dec. 18,160, 16 TC 600 (1951), 
aff'd, 52-1 ustc § 9239, 195 F. (2d) 166 (CA-3). 

™ The Secretary or his delegate, however, can 
determine whether the portrayal is in fact 
satisfactory and can direct the use of inven- 
tories, if necessary, to determine income clearly 
(1954 Code Sec. 471). By regulation, the Sec- 
retary has directed that: ‘In all cases in 
which the production, purchase, or sale of 
merchandise of any kind is an income-pro- 
ducing factor, inventories should be 
taken at the beginning and end of the year 
and used in computing the net income of the 
year . . .’ Regs. 118, Sec. 39.41-3(a) 
(1953). The farmer by implication is excepted 
from this directive. See Regs. 118, Sec. 
39.22(c)-6(a) (1953). However, the Commis- 


From Cash to Accrual Accounting 


or Federal Income Tax Purposes— 


Double Talk 


power to require such a change since the 
law provides that: “Taxable income shall 
be computed under the method of account- 
ing on the basis of which the taxpayer regu- 
larly computes his income in keeping his 
books.” ° 


In fine, so long as a cash-basis taxpayer 
clearly reflects income and reports on that 
basis, he is under no compulsion to change 
to an accrual basis since he is using a method 
which the statute clearly permits and which 
results in a satisfactory portrayal of his 
income.’ If he desires to change to an ac- 
crual method anyway, in the interests of 
greater accuracy in the portrayal of his in- 
come, he will be required to seek the permis- 
sion of the Commissioner.* This requirement 
is imposed not because the Commissioner 
would interfere with a taxpayer’s voluntary 
efforts to determine his taxable income with 
greater precision, but because a change in 
method may defer, accelerate or eliminate 
the necessity of recognizing income and 
might thus be resorted to for the purpose of 
manipulating income out of the range of 
the tax net.” 


Penalties of Change—Income Items 


The farmer has been perhaps the most 
happily situated from the standpoint of 
using the cash method as long as he pleases 
without reaching a point in his operations 
where it no longer clearly reflects income.” 


sioner has not been successful in compelling 
a complete adoption of accrual accounting. 
See, for example, Glenn v. Kentucky Color and 
Chemical Company, 51-1 vustc { 9167, 186 F. 
(2d) 975 (CA-6). 

§’ Regs. 118, Sec. 39.41-2(c) (1953). 

* “The application [for permission to change 
the method] shall be accompanied by a state- 
ment specifying the classes of items differently 
treated under the two methods and specifying 
all amounts which would be duplicated or en- 
tirely omitted as a result of the proposed 
change.’’ Regs. 118, Sec. 39.41 (1953). 

‘A farmer may make his return upon an 
inventory basis instead of the cash receipts 
and disbursements basis. It is optional with 
the taxpayer which of these methods of ac- 
counting is used ... ."" Regs. 118, Sec. 
39.22(c)-6(a) (1953). 
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If, however, the farmer decides to use in- 
ventories and possibly to adopt full accrual 
accounting, he, too, must gain the permis- 
sion of the Commissioner.“ The farmer’s 
computation on a cash basis without inven- 
tories is simplicity itself, assuming he has 
the data assembled. Form 1040-F provides 
that he list his various cash sales receipts 
and fees for services, and deduct from them 
his listed expenses together with a deduc- 
tion for depreciation allowable for the tax- 
able year. His taxable farm profit will be 
the difference between his listed cash sales 
and other receipts and his listed cash ex- 
penses and allowable depreciation. If he 
does shift to the use of inventories, it may 
be on a hybrid accounting basis which com- 
bines their use with cash receipts and dis- 
bursements accounting. The regulations 
governing the farmer’s shift to inventories 
have long indicated an awareness that in- 
come missed through a change in the ac- 
counting method is as well dealt with by 
correcting the computation in the year when 
the income was actually missed as in the 
year of change. Thus, a farmer who shifts 
to inventories can recompute his taxable 
income for prior cash-basis years.” If the 
failure to use inventories in calculations for 
previous years was a seriously distorting 
factor, recalculation will bring this to light 
and adjustment for those years will be 
made. The year of change will, of course, 
“clearly reflect income” for that year and 
will not be disturbed. 


On the other hand, if recalculation of the 
income of previous years cannot be accom- 
plished in a manner satisfactory to the Com- 
missioner from the standpoint of “clearly 
reflecting income” therein, the farmer, along 
with all other taxpayers in cimilar circum- 
stances, will find the Commissioner resort- 
ing to the device of “adding back the 
opening inventory” to the income deter- 
mined for the year of change by the con- 
ventional use of inventories.” Obviously, 
this is not done in order to “clearly reflect 


1 Regs. 118, Sec. 39.22(c)-6(a) (1953). 

2 Regs. 118, Sec. 39.22(c)-6(b)(1) (1953) pro- 
vides that ‘“‘there must be submitted with the 
return for the current taxable year an adjust- 
ment sheet for the preceding taxable year 
based on the inventory method, upon the 
amount of which adjustment the tax shall be 
assessed and paid (if any be due) at the rate 
of tax in effect for that year.’ 

o* . [A]lso accounts receivable etc.’ 
Regs. 118, Sec. 39.22(c)-6(b)(2) (1953). 

% John G. Barbas, CCH Dec. 221, 1 BTA 589 
(1925). The Board ‘noted, at p. 591, that “ ‘ 
for the years prior to 1920, the taxpayer re- 
ported income upon a cash receipts and dis- 
bursements basis. In other words, cost of sales 
was arrived at by a simple total of the cash 
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income” in the year of change, since it actu- 
ally distorts income for that year. In reality, 
it is a simple device for “pyramiding” into 
the year of change, and taxing, income 
which was missed in past years as a result 
of letting the cash-basis taxpayer deduct as 
costs everything he had purchased fer cash 
even though a substantial part of it was on 
hand and hence not properly a factor in 
the income calculation. The income thus 
“missed” is pulled into the year of change 
by the device of “adding” the inventory 
which had been deducted as a cost in the 
past cash-basis year (even though actually 
on hand) to the income in the year of 
change. In effect, the Commissioner thus 
adds to the income of the year of change 
the block of income which escaped tax in 
some previous year or years when inven- 
tories first became a factor. 


The Commissioner had considerable suc- 
cess with this method after persuading the 
Board of Tax Appeals, in an early decision, 
that this was a proper procedure for cor- 
recting an excessive deduction from income 
by the taxpayer, even though it clearly de- 
parted from the principle of annual ac- 
counting.“* The Second Circuit strengthened 
the Commissioner’s position in the case of 
William Hardy, Inc. v. Commissioner™ by 
permitting him to recompute an open cash- 
basis return on the accrual basis on which 
the books were kept and to pyramid into 
that year income missed in earlier years. 
The fact that the Commissioner was thereby 
permitted to correct oversights for past 
years, some of which were otherwise closed 
by the statute of limitations, was not dis- 
cussed by the court. Instead, emphasis was 
placed on the fact that “there must be some 
leeway in making the change from the cash 
basis in order that the income for the first 
taxable period under the changed method of 
reporting will be reflected accurately,” ™ (Ital- 
ics supplied.) However, the Commissioner’s 
procedure could hardly render the income 
calculation accurate for the change-over pe- 


paid for merchandise during the year. In 
transferring from a receipts and disbursements 
basis to an accrual basis, therefore, in the 
first year after such change, if cost of goods is 
computed in the usual way adopted under the 
accrual method, there will be included in the 
cost through the use of the inventory at the be- 
ginning of the year, goods which were paid 
for in the previous period and which, entered 
into the cost of goods for that period, resulted 
in a double deduction from income on the part 
of the taxpayer. This, of course, does not 
properly reflect the income of the taxpayer 
over the two-year period. . . .” 

% 36-1 ustc { 9115, 82 F. (24) 249 (CCA-2). 

4%*See case cited at footnote 15, at p. 251. 
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riod by adding to it income from prior 
periods.” 


A series of cases followed in the Tax 
Court in which the Hardy decision was dis- 
tinguished and limited, and the Commis- 
sioner again was brought within the statute 
of limitations.” In Welp v. U. S.” the 
Eighth Circuit, in 1953, brought together 
the then growing body of case law at the 
circuit court level which expressed outright 
disagreement with the Hardy decision. In the 
same year, in a series of cases in the Second 
Circuit (where Hardy originated), that court 
first distinguished” and, finally, in Commis- 
sioner v. Dwyer," squarely overruled the 
decision. The court refused to allow the 


Commissioner to pyramid income (by dis- 


For a careful analysis of the inconsistencies 
with the statutory powers of the Commissioner 
which have developed out of the Hardy case 
and those cases following it, see Dixon, ‘‘Pyra- 
miding Income in Changing from a Cash to an 
Accrual Method of Accounting,’’ 8 Tax Law Re- 
view 355 (1953). 

1% The following cases in particular should be 
noted: D. A. MacDonald, CCH Dec. 18,654, 17 
TC 934 (1951); Robert G. Frame, cited at foot- 
note 6; Samuel Mnookin Estate, CCH Dec. 
16,958, 12 TC 744 (1949), aff'd, 50-2 ustc { 9431, 
184 F, (2d) 89 (CA-8); C. L. Carver, CCH Dec. 
16,229, 10 TC 171 (1948), aff'd, 49-1 ustrc { 9191, 
173 F. (2d) 29 (CA-6): Greene Motor Company, 
CCH Dec. 14,623, 5 TC 314 (1945). 

19 53-1 ustc { 9167, 201 F. (2d) 128. 

2° Commissioner v. Schuyler, 52-1 ustc { 9285, 
196 F. (2d) 85 (CA-2); Commissioner v. Cohn, 
52-1 ustc | 9349, 196 F. (2d) 1019 (CA-2). 

2153-1 ustc { 9320, 203 F. (2d) 522 (CA-2). 
Judge Hand subjected the problem to an extra- 
ordinarily searching analysis: 

‘“*When a merchant is selling from, and buying 
for, a stock of merchandise, at first blush it 
might seem proper to compute his income in 
any year by charging him with the proceeds of 
his sales and crediting him with the cost of his 
purchases; and that would indeed be correct 
as to articles that he sells in the same year in 
which he has bought them; but it would not 
be correct as to articles that he sells in a later 
year. The cost of an article is never, as such, 
a deductible expense of the business; it is one 
factor—the subtrahend—of an equation that 
fixes the profit or loss, and profit or loss should 
figure in the merchant’s income, either as a 
charge, or as a deduction. Obviously the 
equation cannot be computed until the article 
is sold, and it follows that until then its cost 
ought to be carried in suspense. When a mer- 
chant keeps inventories, costs do in effect be- 
come suspense items, for, although he credits 
himself with the cost of all articles bought 
during the year, he charges himself in his 
closing inventory with the cost of those not yet 
sold, unless he has ‘written up’ or ‘written 
down’ the inventory. Since these two items 
{unsold purchases and end inventory] cancel 
each other in the return for the year of pur- 
chase, he is free to credit himself anew with 
the cost of all articles carried over, and this 
he does by entering the cost [as a charge] in 
his opening inventory for the following year. 
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allowing a beginning inventory) into an 
open year within the statute of limitations. 
The rationale of the holding was persua- 
sively stated in an earlier case, which the 
court cited as controlling authority: 


’ 

“It by no means follows that to cancel 
a deduction in a later year will restore the 
situation to what it would have been, if the 
tax had been assessed correctly in the first 
year and the deduction allowed in the sec- 
ond; on the contrary, it seldom, if ever, will 
do so. It is only in case one supplements 
the doctrine by limiting it to those cases in 
which the taxpayer gained by the omission 
in the first year as much as, or more than, 
what he will lose by cancelling the deduc- 
tion in the second, that it will work out 


“The Commissioner’s reason for refusing to 
allow this credit was, and his defense now is, 
that Dwyer had already got the benefit of the 
opening inventory because he had credited him- 
self in past years with the cost of ali the 
articles carried over and to allow him to credit 
himself with the opening inventory would be a 
double credit. That appears just, when so 
stated, and it is the reason why we refused to 
allow the use of the first opening inventory in 
; Hardy Those courts that have 
refused to follow that decision have answered 
that not to allow the credit would be to assess 
a tax upon the income of an earlier year; but, 
strictly speaking, that is not true, for the in- 
come assessed would be limited to the proceeds 
of the sales of the article carried over, although 
it would be upon the whole of those proceeds: 
i.e., it would take zero for the subtrahend of 
the equation of profit and loss. That would 
not indeed be justified, but for other reasons 
than that it would assess a tax upon the income 
of an earlier year. Indeed, if by some fantastic 
chance it were true that the aggregate cost of 
all the articles carried over and sold in the 
year in question—e.g., 1946—had been exactly 
the same as the aggregate cost of the carried 
over articles sold in an earlier year—e.g., 1945 
—it would be ‘equitable’ to deny the use of the 
first opening inventory. 

‘*The difficulty with so proceeding comes from 
the fact that the cost of the articles, bought in, 
say 1945, and carried over into 1946, would be 
different from that of the carried over articles 
sold in 1945. As we have said, so far as the 
cost of the articles bought in 1945 and carried 
over was greater than the cost of carried over 
articles sold in 1945, Dwyer had already paid a 
tax upon a larger income for 1945 than he need 
have, and in strict ‘equity’ would be entitled 
to a refund.’’ 

Only the latter part of the statement is 
correct; Judge Hand seems to have forgotten 
that the taxpayer is computing cost of goods 
sold as purchases. This being so, a larger 
closing inventory not deducted in 1945 would 
give a larger cost of goods sold and a smaller 
profit. It should be restated as follows: ‘‘... 
so far as the cost of the carried over articles 
sold in 1945 was greater than the cost 
of articles bought in that year and carried over 
into 1946, he had paid a tax upon a larger in- 
come for 1945 than he need have.’ A calcula- 
tion with and without inventories on the two 
assumptions will demonstrate this. 
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equitably, and then only on the assumption 
that it is inequitable in the circumstances 
to allow the defense of the statute of limita- 
tions... .°.”™ 


The circuit court decisions thus explicitly 
recognized and corrected two basic frailties 
in the Commissioner’s procedure: (1) In- 
come was not clearly reflected in the year of 
change but, on the contrary, it was dis- 
torted and (2) the statute of limitations was 
violated by a procedure which would tax 
in an open year income which was missed 
in a year closed by the statute. Affirma- 
tively stated, if the taxpayer has not mis- 
represented or suppressed facts, the statute 
of limitations not only prevents any reas- 
sessment of tax after the statute has run, 
but also the Treasury may not assess a tax 
for a later year to make up for a deduction 
erroneously allowed in an earlier year.” 
Under this theory, in addition to being re- 
leased from the burden of further disputes 
with respect to closed years, the taxpayer 
gains the considerable advantage of being 
taxed in the year of change on the taxable 
income for that year only. 


Section 481 and income adjustments— 
“pyramiding” problem.—The taxpayers’ vic- 
tory was a fleeting one, however, since what 
the Commissioner lost in the courts he re- 
gained in the Congressional committees for- 
mulating the new 1954 Code. Section 481 
of the provisions dealing with methods of 
accounting codified the very practices of 
the Commissioner which distorted and pyra- 


2 Bennet v. Helvering, 43-2 ustc { 9529, 137 F. 


mided income into the year of transition; 
however, it did provide some relief by 
spreading the tax burden resulting from the 
distortion over several years.“ This pro- 
vision represents a setback for the taxpayer 
who has changed to accrual accounting for 
reasons of greater accuracy but has not 
made the change in reporting his income 
for taxation because of his knowledge that 
the Commissioner would attempt to include 
last year’s closing inventory (and possibly 
uncollected accounts receivable) as addi- 
tional gross income in the year of change. 
Under the decisions of the courts of appeal, 
his chances of defeating the Commissioner 
in this maneuver had been excellent so 
long as the Commissioner had to make the 
first move.” The provision represents a set- 
back as well for the taxpayer who has 
changed neither his books nor his report, 
although a cash basis no longer clearly re- 
flects his income. He, too, was relatively 
secure against pyramiding if the Commis- 
sioner had to make the first move.” Since 
there is a statutory duty to report on the 
basis on which the books are kept and a 
statutory duty to use a method which clearly 
reflects income, it would seem at least as 
plausible to keep the Commissioner from 
penalizing the change when made volun- 
tarily as when made at the Commissioner’s 
behest; the basic frailties in pyramiding are 
equally present in either case. Ultimately 
the taxpayer might have persuaded the cir- 
cuit courts of appeals of the logic of this 
position, in light of the Dwyer decision.” 


“Tf... the method of accounting from which 


(2d) 537, 538 (CCA-2). 

2% ‘*The discretion which the Commissioner has 
. . . to make such computations as will clearly 
reflect income does not empower him to add 
to the taxpayer’s gross income for a given 
year an item which rightfully belongs to an 
earlier year. The mistaken omission from 
income of an amount properly includible does 
not nullify the statute of limitations on assess- 
ment and collection of income taxes.’’ Commis- 
sioner v. Mnookin Estate, cited at footnote 18, 
at p. 93. See also Security Flour Mills v. Com- 
missioner, 44-1 ustc { 9219, 321 U. S. 281, 285, 
287 (1944); Welp v. U. 8., cited at footnote 18, 
at p. 132: Commissioner v. Frame, cited at 
footnote 6, at p. 167: Ross v. Commissioner, 
48-2 ustc { 9341, 169 F. (2d) 483, 492 (CA-1); 
Clifton Manufacturing Company v. Commis- 
sioner, 43-2 ustc { 9539, 137 F. (2d) 290 (CCA-4). 

241954 Code Sec. 481 provides: ‘In comput- 
ing the taxpayer’s taxable income for any 
taxable year (referred to in this section as the 
‘year of change’) . . . if such computation is 
under a method of accounting different from 
the method under which the taxpayer's taxable 
income for the preceding taxable year was 
computed, then .. . there shall be taken into 
account those adjustments which are deter- 
mined to be necessary solely by reason of the 
change in order to prevent amounts from being 
duplicated or omitted.... 
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the change is made was used by the taxpayer 
in computing this taxable income for the 2 
taxable years preceding the year of the change, 
and . the increase in taxable income for 
the year of the change which results solely by 
reason of the adjustments . . . exceeds $3,000, 
then the tax under this chapter attributable to 
such increase in taxable income shall not be 
greater than the aggregate of the taxes under 
this chapter . . . which would result if one-third 
of such increase-were included in taxable in- 
come for the year of the change and one-third 
of such increase were included for each of the 
2 preceding taxable years.”’ 

*% See, for example, Commissioner v. Frame, 
cited at footnote 6, at p. 166: ‘‘Although tax- 
payer kept his books on the accrual basis he 
filed his income tax returns . . . on the cash 
basis. . 

“Since . . . the Commissioner concedes that 
they clearly reflected his income and that no 
change in accounting methods was involved 
the adjustment which the Commissioner here 
made was not permissible.’’ 

See Dixon, cited at footnote 17, at p. 357. 
Of course, where the taxpayer makes the first 
move, he must obtain the permission of the 
Commissioner, which may be withheld unless 
the taxpayer accepts the pyramiding. 

27 Cited at footnote 21; see footnote 23. 
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Under the new provision, however, whether 
a taxpayer changes voluntarily or at the 
Comissioner’s behest, the adjustment which 
deterred him must now be made; and his 
only relief lies in the privilege of spreading 
the “pyramiding” of his income.™ He may, 
of course, take advantage of an alternative 
in Section 481(b)(2) which permits him to 
further diminish the pyramiding in the year 
of change by restating his income on an 
accrual basis for as many years as he can 
plausibly do so.” 


There is little hint in these provisions or 
in the legislative history that the statute of 
limitations is a pertinent consideration. There 
is nothing to indicate that the “establish- 
ment of taxable income for one or more 
years” is to stop with the years still open; 
nor should it, in view of the fact that such 
establishment of income on an accrual basis 
for prior years may diminish but does not 
eliminate the adjustment required in the 
“vear of change.” 


Thus, the Commissioner has substantially 
recouped ground lost in the courts. How- 
ever, is it warranted as a device for recti- 
fying past oversights? Might it not have 
been preferable to adhere to a pattern which 
“clearly reflected income” even in the “year 
of change” and which preserved the statute 
of limitations? If the presently applicable 
period of limitation is too short for the 
Commissioner to catch up with those who 
have understated income in using a cash 





* Comment in the Senate report is to the 
effect that: ‘‘If there is a change in the method 
of accounting employed in computing taxable 
income from the method employed for the pre- 
ceding taxable year, adjustments must be made 
in order that every item of gross income or 
deduction is taken into account and that none 
are omitted. At the same time no item is to 
affect the computation of taxable income more 
than once,” (Italics supplied.) (S. Rept. 1622, 
83d Cong., 2d Sess., p. 307 (1954).) The latter 
statement can hardly be true for the year of 
change since an inventory added back to in- 
come as an adjustment is surely affecting tax- 
able income more than once, even though the 
impact may be softened. 

29 1954 Code Sec. 481 provides, in part: 

(2) Allocation Under New Method of Ac- 
counting.—If— 

““(A) the increase in taxable income for the 
year of the change which results solely by 
reason of the adjustments . . . exceeds $3,000, 
and , 

‘‘(B) the taxpayer establishes his taxable in- 
come (under the new method of accounting) 
for one or more taxable years consecutively 
preceding the taxable year of the change for 
which the taxpayer in computing taxable in- 
come used the method of accounting from 
which the change is made, 

‘‘then the tax under this chapter attributable 
to such increase in taxable income shall not be 
greater than the net increase in the taxes under 
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basis, might it not have been more equitable 
to all concerned to lengthen the period of 
limitations rather than to get around it by 
an income-pyramiding adjustment? ” 


Penalties of change—realized expenses 
or reasonably predictable expenses.—W hen 
Congress, in 1916, recognized the necessity 
of computing net income by methods other 
than cash receipts and disbursements and 
authorized the computation of net income in 
accordance with the method of accounting 
employed by the taxpayer, it imposed only 
the specific condition that such method 
must “clearly reflect income.”™ Cash re- 
ceipts and disbursements continued as the 
official method, but there was no attempt in 
the statute to impose a hybrid method upon 
the accrual-basis taxpayer, either as to in- 
come or expense, if his method clearly re- 
flected income. The right to use other 
methods was limited largely to corporations, 
but as to them the authorization was per- 
vasive and was so accepted by the Treasury. 
In an early regulation governing deductions 
on a reserve basis, it provided: 


“In cases wherein, pursuant to the con- 
sistent practice of accounting of the cor- 
poration corporations set up and 
maintain reserves to meet liabilities, the 
amount of which and the date of payment 
or maturity of which is not definitely deter- 
mined or determinable at the time the lia- 
bility is incurred, it will be permissible for 
the corporations to deduct from their gross 


this chapter which would result if the adjust- 
ments required .. . were allocated to the tax- 
able year or years to which they are 
properly allocable under the new method of 
accounting and the balance of the adjustments 
a . was allocated to the taxable year of the 
change."’ 

There is also a limitation in the section: 
“there shall not be taken into account any 
adjustment in respect of any taxable year to 
which this section does not apply,’’ which has 
the effect of making 1954 a sort of junior 1913 
and which would permit changeovers to be 
made without penalty (Sec. 481(a)(2)). 

%* Or perhaps selected closed years could have 
been corrected through use of the more equi- 
table procedures of 1939 Code Sec. 3801, 48 Stat. 
695-696 (now 1954 Code Secs. 1311-1314) as ad- 
vocated by Magill, Taxable Income (1945), 
p. 215. 

‘A corporation, joint-stock company or as- 
sociation, or insurance company, keeping ac- 
counts upon any basis other than that of actual 
receipts and disbursements, unless such other 
basis does not clearly reflect its income, may, 
subject to regulations made by the Commis- 
sioner of Internal Revenue, with the approval 
of the Secretary of the Treasury, make its re- 
turn upon the basis upon which its accounts 
are kept, in which case the tax shall be com- 
puted upon its income as so returned.”’ (Reve- 
nue Act of 1916, Sec. 13, 39 Stat. 771.) 
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income the amounts credited to such re- 
serves each year, provided that the amounts 
deductible on account of the reserve shall 
approximate as nearly as can be determined 
the actual amounts which experience has 
demonstrated would be necessary to dis- 
charge the liabilities incurred during the 
year and for the payment of which additions 
to the reserves were made.” ™ 


The Supreme Court, commenting on the 
modification in U. S. v. Anderson, noted that 
the change was made to enable taxpayers 
“to keep their books and make their returns 
according to scientific principles, by 
charging against income earned during the 
taxable period, the expenses incurred in and 
properly attributable to the process of earn- 
ing income during that period... .”™ (Italics 
supplied.) Language could hardly have been 
chosen by the Court to make it clearer that 
Congress intended that expenses incurred 
in connection with earning income and the 
income were to be taken into account to- 
gether, even though some expenses could 
only be estimated.“ There is no require- 
ment that the expense must be a “realized 
loss”; instead, it need only have been in- 
curred in connection with earning income 
during the taxable year and be subject to 
estimation. 


As the exigencies of litigation and safe- 
guarding the public fisc pressed in upon 
them, it became apparent, however, that 
the Treasury, the Board of Tax Appeals 
and the Supreme Court were not willing to 
accept the full implications of the statute 
and its interpretation. Providing for dam- 
ages due to breach of contract before 


#19 Treas, Dec. Int. Rev. 5 (1917). 

% Case cited at footnote 2, at p. 440. 

* “This decision, together with the provision 
in the Code .. . is sufficient warrant for de- 
termination of taxable income in accordance 
with accepted accounting principles.’’ Mont- 
gomery, Federal Tax Handbook (1940-1941), p. 
829. 

% Weiss v. Wiener, 1 ustc { 393, 279 U. S. 333 
(1929). The Court added, at p. 335, that ‘‘the 
income tax laws do not profess to embody 
perfect economic theory. They ignore some 
things that either a\theorist or a business man 
would take into account in determining the 
pecuniary condition of the taxpayer."’ 

% Brown v, Helvering, 4 ustc { 1223, 291 U. S. 
193 (1934). After paying appropriate obeisance 
to U. 8. v. Anderson, cited at footnote 2, the 
Court remarked, at p. 200, that ‘‘where a lia- 
bility has ‘accrued during the taxabie year’ it 
may be treated as an expense incurred; and 
hence as the basis for deduction, although pay- 
ment is not presently due . . . and although the 
amount of the liability has not been definitely 
ascertained... .”’ 

“In an ‘ideal’ system of accounting net 
income would be determined by deducting from 
gross income the expenses actually incurred in 
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judgment or payment proved the most 
troublesome. In one such case, the Supreme 
Court was moved to rule that: “Generally 
speaking, the income tax law is concerned 
only with realized losses, as with realized 
gains. As respects losses occasioned 
by the taxpayer’s breach of contract, no 
definite legal test is provided for the 
determination of the year in which the loss 
is to be deducted. The general require- 
ment that losses be deducted in the year in 
which they are sustained calls for a prac- 
tical, not a legal, test.” * 


A “practical” test was not long in ap- 
pearing. In Brown v. Helvering, involving 
the proposed deduction of the expense of 
estimated policy cancellations against pre- 
mium commissions accrued as income, the 
Court held that “no liability accrues dur- 
ing the taxable year on account of can- 
cellations which it is expected may occur 
in future years, since the events necessary to 
create the liability do not occur during the 
taxable year.”™ (Italics supplied.) 


Few reserved expenses were destined to 
win this “all events” test as interpreted and 
applied by the Board of Tax Appeals and 
the Tax Court. Full “realization” became 
the criterion for deductibility despite the 
fact that an expense item was clearly related 
to the income being taxed and was subject 
to reasonably accurate estimation.” A de- 
cision of the Board of Tax Appeals in 1941 
disallowed a deduction for sales agents’ 
commissions accrued against sales on the 
ground that the commissions were only 
contingent, the amount being subject to ad- 


justment on the basis of collections.“ The 
earning the gross. It is frequently impossible or 
impractical to do this precisely in practice. 
Nevertheless, the Government must have its 
revenues even at the expense of some niceties 
of accounting."’ Bradstreet Company of Maine, 
3 ustc § 1138, 23 BTA 1093, 1102-1103 (1931). 
Commentators agreed, however, that the trou- 
ble was not with the statute but with its inter- 
preters. In 1940, Montgomery, work cited at 
footnote 34, wrote: ‘It is not a matter for 
legislative relief. There has been adequate 
relief in the law for years.’’ 1 Montgomery, 
Federal Tax Handbook 833 (1940-1941). The 
Treasury's approach, Montgomery said, has 
been ‘‘loaded with inconsistencies. ee 
fault has been not so much with the formal 
regulations as with their administration." 

% Ohmer Register Company, CCH Dec. 
11,773-B (April 7, 1941). The Board cites 
Lucas v. American Code Company, 2 usrc { 483, 
280 U. S. 445, 452 (1930) to the effect that ‘‘The 
prudent business man often sets up reserves 
to cover contingent liabilities. But they are not 
allowable as deductions.’’ In Brown v. Helver- 
ing, cited at footnote 36, at p, 201-202, the Court 
stated that “Only a few reserves voluntarily 
established as a matter of conservative ac- 

(Continued on following page) 
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board reaffirmed its adherence to U. S. v. 
Anderson, which held that a liability ac- 
cruing during the taxable year may be de- 
ducted “although payment is not presently 
due,” but said that here not “all the events” 
which determined liability had occurred 
during the taxable year.” Happily for the 
equanimity of accrual-basis taxpayers, the 
board was reversed by the Sixth Circuit, 
which concluded that deduction of the sales 
commissions was essential to reflect income 
clearly and that adjustments in the com- 
missions resulting from events transpiring 
after the close of the taxable year were no 
more material, as events fixing liability, 
than the fact that not all of the selling 
price reported as income might be collected.” 


Despite the occasional rationalizing in- 
fluence of circuit courts of appeals, however, 
the Board of Tax Appeals, and later the 
Tax Court, continued to founder on the 
requirements of Brown v. Helvering.“ In 
Harrold v. Commissioner, the taxpayer de- 
ducted the estimated cost of a backfilling 
incident to strip-mining operations although 
the exact cost could not be known within 
the taxable year.“ The Tax Court disal- 
lowed the deduction at the Commissioner’s 
prompting, on the ground that the estimated 
expense did not meet the “all events” test 
although the taxpayer was already obligated 
contractually and by statute to perform the 
backfilling and defray its cost.“ The Court 
of Appeals for the Fourth Circuit reversed 
the Tax Court on the basis of an earlier 


(Footnote 38 continued) 

counting are authorized by the Revenue Acts.” 
Prior to the 1954 Code these were the reserves 
resulting from the familiar ‘‘reasonable allow- 
ances for depreciation and depletion"’ (1939 Code 
Sec. 23(1) and (m), as amended, 56 Stat. 820 


(1942)), and the ‘reasonable addition to a 
reserve for bad debts’’ (1939 Code Sec. 23(k) 
(1946), as amended, 66 Stat. 467 (1952)). 


*® Case cited at footnote 2. Furthermore, the 
offsetting liability to the expense deduction was 
captioned a ‘‘reserve’’ which was thought to 
render it further suspect. 

” The court cited Spring City Foundry Com- 
pany v. Commissioner, 4 ustc { 1276, 292 U. S. 
182, 184 (1934) and Bonded Mortgage Company 
v. Commisisoner, 4 ustc § 1265, 70 F. (2d) 341 
(CCA-4, 1934) for the proposition that ‘‘. . . the 
right to deduct an expense item accrues when 
the fixed obligation is incurred, even though the 
amount may be diminished by subsequent 
event. Both sides of the ledger must be 
treated alike.’"” (Ohmer Register Company, 
42-2 ustc | 9777, 131 F. (2d) 682, at p. 686.) See 
also Air-Way Electric Appliance Corporation 
v. Guitteau, 41-2 ustc { 9692, 123 F. (2d) 20, 21 
(CCA-6), where it is stated that “. . mere 
designation of a reserve as based on a con- 
tingency is not controlling .. . if, in effect, it 
appears to be something other than a contingent 
obligation in the true sense.’’ 

“| Cited at footnote 36. 
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opinion by the very justice who wrote the 
opinion in Brown v. Helvering. 


A saving proviso was found in Lucas v. 
American Code Company: 


“Generally speaking, the income tax law 
is concerned only with realized losses, as 
with realized gains. Exception is 
made, however, in the case of losses which 
are so reasonably certain in fact and ascer- 
tainable in amount as to justify their de- 
duction, in certain circumstances, before 
they are absolutely realized. a 


Since the cost of backfilling was “reason- 
ably certain in fact and ascertainable in 
amount,” it was within the exception to the 
rule that expenses must be realized.“ But 
the court also made clear that “the ability 
to make an approximate estimate should 
be the determining factor in each case, 
rather than the literal application of the 
formula that an asset or a liability may not 
be accrued in any taxable year prior to its 
liquidation, unless both the existence and 
the amount thereof is fixed and certain.” 
It was thought to be enough “if the facts 
from which the amount can be calculated 
had then occurred if the compu- 
tation, although unknown, is not unknow- 
able at the end of the year.” “ 


It seems fair to conclude that these cases 
represent a substantial trend in the circuit 
courts of appeal toward “reasonable predic- 
tion and estimation” as proper criteria for 
deductibility of reserved expenses, at least 


@52-1 ustc $9107, 192 F. (2d) 1002 (CA-4, 
1951), rev’'g CCH Dec. 18,045, 16 TC 134 (1951). 
* The Tax Court cited Spencer, White & 
Prentis, Inc. v. Commissioner, .44-2 ustc { 9400, 
144 F. (2d) 45, 47, cert. den., 323 U. S. 780 
(1944), where the court declared that deduc- 
tibility will be denied where: ‘‘The only thing 
which had accrued was the obligation to do the 
work which might result in the estimated in- 
debtedness after the work was performed.’’ 

** Case cited at footnote 38, at p. 449. 

% Harrold v. Commisisoner, cited at footnote 
42, at p. 1006. 

6 Cited at footnote 42, at p. 1004. There was 
thus no jettisoning of the principle that the 
liability must be fixed and certain nor of the 
principle that ‘‘neither income nor deduction 
may be accelerated or postponed .. . in order 
to reflect the ultimate result of a _ business 
transaction,"’ as laid down in Burnet v. Sanford 
é& Brooks Company, 2 ustc { 636, 282 U. S. 359, 
363 (1931). What emerges is a clear statement 
that ‘‘ascertainableness’’ as to the amount 
would be sufficient if the liability was other- 
wise fixed and certain. Had the existence of 
the liability as well as the amount been in ques- 
tion, the court would have felt bound to follow 
Security Flour Mills Company v. Commissioner, 
cited at footnote 23, at p. 286, and Dixie Pine 
Products Company v. Commissioner, 44-1 vustc 
{ 9127, 320 U. S. 516, 519. 
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when coupled with relative certainty as to 
the existence of the liability to ultimately 
disburse funds in payment thereof.“ 

In at least one problem area, perhaps 
attributable in part to the exigencies of war 
and governmental operation of some indus- 
tries under seizure orders, the Treasury 
itself was persuaded to issue a series of 
rulings which accepted “reasonable predic- 
tion” as a basis for accrual. In an un- 
published ruling in 1944, the Treasury 
allowed a company to deduct accruals 
based on estimates for vacation pay to be 
disbursed the following year; liability to 
make the payments was fixed, but the 
amount depended on the rate of pay in 
effect when the vacation was actually taken. 
The deduction was allowed by the Treasury 
on the ground that an item may be prop- 
erly accrued although the amount is not 
definitely fixed.” Again, in 1947, the Treas- 
ury authorized deduction of accruals based 
on estimates.” This case was not as dif- 
ficult as that covered by the 1944 ruling 
since the contract provided for flat-sum 
vacation payments could be determined at 
the end of the qualifying year and were 
payable either as vacation wages or as addi- 
tional cash in the event of the termination 
of employment. There was, however, recog- 
nition of the principle that an accrual-basis 





*“ The trend continued in the interim between 
the adoption and repeal of Sec. 462. Pacific 
Grape Products Company v. Commissioner, 55-1 
uste § 9247, 219 F, (2d) 862 (CA-9), rev’g CCH 
Dec. 18,723, 17 TC 1097, 1110 (1952), was a case 
in which ‘‘reasonable prediction’’ rather than 
absolute realization was the criterion used by 
the court. The taxpayer had accrued, against 
its contractual liability to deliver goods, various 
shipping expenses and brokerage fees which 
would be payable on the transaction. The 
Tax Court had disallowed these accruals on 
the ground that not until the events of labeling 
and moving the goods had taken place did the 
taxpayer's liability become fixed and certain. 
Six dissenting Tax Court judges joined in up- 
braiding the Commissioner’s accounting tactics 
and chiding their colleagues for their acquies- 
cence therein: ‘‘The practice of disapproving 
consistent accounting systems of long standing 
seems to be exceeding all reasonable 
bounds, . Methods of keeping records do 
not spring in glittering perfection from some 
unchangeable natural law but are devised to aid 
business men in maintaining sometimes in- 
tricate accounts. If reasonably adapted to that 
use they should not be condemned for some 
abstruse legal reason, but only when they fail 
to reflect income. . . . As long as we continue 
to approve the imposition of theoretical criteria 
in so purely practical a field, respondent [Com- 
missioner] wi!!t go on attempting to seize on 
such recurring fortuitous occasions to increase 
the revenue, even though he may actually ac- 
complish the opposite.'’’ The Tax Court was 
reversed on the same grounds since the repeal 
of Sec. 462 in disallowing the deduction of the 
estimated expense of fulfilling a guarantee. 
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taxpayer may properly deduct items as to 
which certainty can be achieved within a 
reasonable time after the taxable year. 
Finally, in 1949, the Treasury allowed the 
deduction of estimated accruals for vaca- 
tion pay, although the right to the vacation 
pay might be lost if the employment was 
terminated after the taxable period for 
which accruals were made, but before the 
vacation time had arrived." This circum- 
stance was said not to “preclude the ac- 
crual of vacation pay at the end of the 
taxable year in which the services are 
performed, since, with respect to the in- 
dividual employee at the end of such year, 
the employer would be justified in anticipating 
that the liability will be paid. Red x 
(Italics supplied.) 

The Tax Court was not persuaded. In 
a series of decisions which were brought 
as a result of repudiations in whole or in 
part of the rulings by the Commissioner 
and Treasury, the Tax Court concluded 
that where the vacation payments could be 
lost by the termination of employment or 
where there might be changes in the 
amount of vacation payments, the taxpayer 
could not know the facts which were neces- 
sary to calculate its liability and accrue 
specified portions of its vacation payments 
during the preceding taxable period.” 


(Schuessler v. Commissioner, 56-1 ustc { 9368, 
230 F. (2d) 722 (CA-5).) 

*For a history of this development, see 
Kronemyer, ‘‘The Vacation Pay Controversy 
and Double Deductions Under the 1954 Code,” 
32 TAXES 884, 886 (November, 1954). 

“The basis for the action is described in 
G. C. M. 25261, 1947-2 CB 44, 45. Lucas v. 
American Code Company, cited at footnote 38, 
is cited in support, and Brown v. Helvering, 
cited at footnote 36, is not mentioned. 

*G, C. M, 25261, 1947-2 CB 44, 46, citing 
Fawcus Machine Company v. U. 8., 5 ustre { 1518, 
282 U. S. 375 (1931). 

51 I. T. 3956, 1949-1 CB 78. 

1949-1 CB 78, at p. 79, citing Brown v. 
Helvering, cited at footnote 36, but only for the 
proposition that “if it is uncertain whether 
any liability exists, there can be no accrual for 
tax purposes until the contingency disappears 
and liability becomes fixed and certain.”’ 

% Morrisdale Coal Mining Company, CCH Dec. 
19,291, 19 TC 208 (1952); #. H. Sheldon & Com- 
pany, 54-2 ustrce { 9526, 214 F. (2d) 655 (CA-6), 
CCH Dec. 19,358, 19 TC 481 (1952); Tennessee 
Consolidated Coal Company, CCH Dec. 17,876, 
15 TC 424 (1950). The Tennessee Consolidated 
Coal case involved a calendar-year taxpayer 
with a union contract providing for vacations 
to employees with 12 months’ service on June 1 
of each year. The taxpayer made monthly ac- 
cruals during his calendar year against such 
June 1 liability. The Tax Court disallowed 
the accruals on the ground that the taxpayer's 
liability for the vacation payments did not 
become certain until the arrival of the date 
specified in the contract. ‘‘There might be 
strikes or changes in amount of vacation pay- 
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In the Sheldon case—the one Tax Court 
decision disallowing a deduction of reserves 
for vacation-pay expense which got at least 
the partial attention of a circuit court of 
appeals—the Tax Court was upheld.“ The 
significance of the affirmance may be dis- 
counted, perhaps, since it involved a tax- 
payer whose liability for accrued vacation 
pay was actually determined by the execu- 
tion of a union contract in the following 
year; as a consequence, the court could 
say more persuasively in this case than in 
others that “. reasonable probability 
during the taxable year that a liability will 
will accrue is not sufficient if, as a matter 
of fact, it does not actually come into 
existence during the taxable year. A lia- 
bility does not accrue for tax purposes as 
long as it remains contingent, or if the 
events necessary to create the liability have 
not occurred.” ™ 


Section 462 and expense adjustments— 
“double deduction” problem.— This was 
the background of vacillation and uncer- 
tainty which surrounded the subject of 
expense reserves when Congress under- 
took consideration of amendments to the 
accounting provisions of the Internal Reve- 
nue Code of 1939.% The solution to the 
confusion, as proposed in the House ver- 
sion of the Internal Revenue Code of 1954, 
seemed firm and true enough to satisfy 
even the American Institute of Account- 


(Footnote 53 continued) 

ments. The petitioner has not shown that there 
was not possibility or probability thereof.” 
(Italics supplied.) There was a refreshing dis- 
sent by Judge Black reminding the majority 
that their proper concern was whether the 
petitioner's regularly employed system of keep- 
ing its records was such as to report its in- 
come properly. Since the petitioner's accruals 
did not distort income but, on the contrary, 
aided in reflecting it, he saw no reason to con- 
demn them. 

% Cited at footnote 53. The Tax Court decided 
the case only in part on the basis of precedents 
which rejected the ‘‘reasonable prediction’ or 
‘justifiable anticipation’’ test set out in I. T. 
3956, 1949-1 CB 78. What seems to have been 
missed at the circuit court level was that the 
Tax Court also decided the case on the ground 
that to allow the taxpayer to deduct the vaca- 
tion expense he proposed to accrue would dis- 
tort income for the taxable year, since the 
taxpayer was also deducting in the same tax- 
able year vacation expense actually paid during 
that year. The taxpayer was actually proposing 
to deduct vacation expense for 20 months in one 
12-month tax period. See page 485. The tax- 
payer's attempt to obtain a double deduction 
by pursuing a hybrid method of treating his 
vacation expense would seem to have been am- 
ple basis by itself for denying the deduction. 
However, Tax Court precedents allowing such 
double deductions in the transition year in the 
ease of bad debts (see footnote 62) may have 
deterred the Commissioner from urging it in 
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ants.” Section 462, in a pertinent part, 
provided: 


“In computing taxable income for the 
taxable year, there shall be taken into 
account a reasonable addition to 
each reserve for estimated expenses to 
which this section applies. the 
term ‘estimated expense’ means a deduc- 
tion . part or all of which would 
(but for this section) be required to be 
taken into account for a subsequent taxable 
year [and] which the Secretary 
or his delegate is satisfied can be estimated 
with reasonable accuracy.” 


The House committee seemed sure of 
what it was doing: The reserve method 
was not to be allowed for costs and ex- 
penses of a contingent or contested nature 
as to which there was no reasonable cer- 
tainty as to the amount; and reserves for 
general undetermined contingencies, for 
indefinite future losses and for expenses 
not reasonably related to the taxable year 
which were thought not to be susceptible 
of estimation with reasonable accuracy were 
not within the intent of the provision.” 
But expenses which could be estimated with 
reasonable certainty were clearly within the 
provision (including vacation-pay expense, 
the amount of which might be affected to some 
extent by events occurring after the end of 
the taxable period).” The provision seemed 
to represent a clear return to the principles of 


the circuit court. As will be seen in the fol- 
lowing pages, “sound accounting principles’’ 
as well as simple equity are marshaled in sup- 
port of the double deduction in the transition 
year. See, for example, article cited at footnote 
48, at p. 887. 

5S Sheldon case, cited at footnote 53. 

5% See Hearings on General Revenue Revision 
Before the Committee on Ways and Means of 
the House, 83d Cong., 1st Sess., pp. 585-607 
(1953): Hearings on the Internal Revenue Code 
of 1954 Before the Committee on Finance of the 
Senate, 83d Cong., 2d Sess. (1954). 

% Mr. J. S. Seidman of the American Institute 
of Accountants testified that ‘‘the bill makes 
great strides in the direction of putting busi- 
ness accounting and income tax accounting on 
the same wave length. .. . We applaud H. R. 
8300 for getting it underway.’" Hearings on 
H. R. 8300 Before the Committee on Finance 
of the Senate, 83d Cong., 2d Sess., p. 1312 
(1954). 

8H. Rept. 1337, 83d Cong., 2d Sess., p. 163 
(1954). 


® H. Rept. 1337, 83d Cong., 2d Sess. (1954). 
See also S. Rept. 1622, 83d Cong., 2d Sess., 
p. 306 (1954); Hearings on H. R. 4725 Before 


the Committee on Finance of the Senate, 84th 
Cong., 1st Sess., p. 68 (1955). Estimated back- 
filling expenses of the coal stripper, approved 
in Harrold v. Commissioner, cited at footnote 
42, were mentioned as illustrative of permissible 
reserves. Hearings on General Revenue Revi- 
sion Before ihe Committee on Ways and Means 
of the House, 83d Cong., 1st Sess., p. 595 (1953). 
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U. S. v. Anderson and the 1916 Treasury 
ruling,” and a repudiation of Brown v. Hel- 
vering in its interpreted requirement of 
absolute certainty. 


The House committee also seemed deter- 
mined that, on a transition from a cash 
basis to an accrual basis of accounting, the 
reserve method was not to be available for 
any deduction which was attributable to 
income that had been taken into account in 
the taxable years preceding the first taxable 
year for which the election was made.” 
Thus, the principle that the method pur- 
sued must “clearly reflect income” was 
preserved. Quite plausibly, this could be 
interpreted to mean that the committee 
proposed to avoid a double-deduction prob- 
lem such as was engendered when Congress 
authorized the use of a reserve method in 
the deduction of bad-debts expense and the 
Treasury, without regard to clear reflection 
of income, issued regulations permitting, in 
the transition taxable period, both the 
charge-off of debts determined to be worth- 
less and a reasonable addition to a reserve 
for bad debts.” 


Apparently no such spirit prevailed in the 
Senate Finance Committee. On the con- 
trary, that committee must have been per- 


suaded that granting the right to estimate 
expenses against reserves would not pre- 
clude the deduction of expenses actually 
paid in the transition year, for the com- 
mittee added a parenthetical phrase to the 
subsection which authorized estimation of 
expenses: 


“In computing taxable income for the 
taxable year, there shall be taken into ac- 
count (in the discretion of the Secretary or 
his delegate) a reasonable addition to each 
reserve for estimated expenses to which 
this section applies.”™ (Italics supplied.) 


This phrase was said to be in lieu of 
a recommendation of the American Insti- 
tute of Accountants that “. . . to avoid 
undue distortion of income, the addition to 
the reserve should be spread as a deduction 
over the transitional year and the 2 suc- 


ceeding years.” ™ 


It was suggested that with this paren- 
thetically added power the Secretary could 
“". . require the spreading of the de- 
ductions for actual expenses incurred in 
the year of transition to the reserve method, 
over an extended period of years, a period 
which could be much longer than that 
advocated by the American Institute of 





19 Treas. Dec. Int. Rev. 5 (1917). 


“" H. Rept. 
(1954). 

® The Treasury took the position that ‘‘where 
a reserve account is maintained, debts ascer- 
tained after December 31, 1920, to be worthless 
in whole or in part, (a) if such debts were 
outstanding at December 31, 1920, should be 
charged against the reserve and may be de 
ducted from income . . such debts [arising] 
after December 31, 1920, should be charged 
against the reserve, and not deducted from in- 
come.”” (T. D. 3295, 24 Treas. Dec. Int, Rev. 
261-262 (1922). See also, I. T. 1743, II-2 CB 143 
(1923); S. R. 1441, ITI-2 CB 125 (1924).) The 
Board of Tax Appeals early saw the distortion 
in income which would result from allowing 
both a deduction for debts ascertained to be 
worthless in the transition year (realized losses 
from prior year’s sales) and a deduction of an 
estimated addition to a reserve for bad debts 
(estimated probable losses from the year's 
sales), although it did not squarely overturn 
the Treasury regulation; instead, it approved 
a reserve sufficient in the year of change to 
absorb both ascertained losses from prior years 
and the estimated losses for the current year. 
(Transatlantic Clock and Watch Company, CCH 
Dec. 1336, 3 BTA 1064 (1926).) Thereafter the 
Commissioner sought to avoid the regulation 
whenever possible by contesting the switch to 
a reserve basis and in 1927 modified the regula- 
tion to eliminate mention of the double deduc- 
tion. (Mim. 3527, VI-1 CB 68 (1927).) After 
the Treasury regulation had been modified, the 
Board had an opportunity to deal with the 
problem again and this time it went on record 
squarely against the double deduction either 
directly or indirectly (by permitting a reserve 
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large enough to cover two years’ deductions). 
(First National Bank of Omaha v. Commis- 
sioner, 2 ustc { 720, 49 F. (2d) 70 (CCA-8, 1931), 
CCH Dec. 5590, 17 BTA 1358 (1929).) The Com- 
missioner acquiesced therein (X-2 CB 22 (1931).) 
Unfortunately, the Board's action came too late, 
for by that time at least one circuit court of 
appeals had approved the double reserve pro- 
cedure initially approved by the Board. (Rhode 
Island Hospital Trust Company v. Commis- 
sioner, 1929 CCH D-9007, 29 F. (2d) 339 (CCA-1, 
1928).) As a consequence, when the second deci- 
sion was appealed, the circuit court reversed. 
(First National Bank of Omaha v. Commis- 
sioner, cited above.) Thereafter, the Board 
bowed to superior jurisprudence. That the 
Board (now the Tax Court) was still critical 
of the theory, however, is evidenced by its com- 
ments in later cases: ‘‘There can be no question 
that . . . the amount of the deduction claimed, 
covers the bad debt requirements .. . for a two- 
year period and that deduction of the full 
amount in 1937 results in the distortion of net 
income for that year. ..."’ (Bennie Rudner, 
CCH Dec. 12,545, 47 BTA 35, 40 (1942).) Where 
it was not directly bound by precedent, as in 
determining earnings for an average base period 
for excess profits taxes, it disregarded the 
double deduction entirely. (R. & J. Furniture 
Company, CCH Dec. 19,820, 20 TC 857, 869 
(1953) .) 

* 1954 Code Sec. 462(a). 

*S. Rept. 372, 84th Cong., 1st Sess., p. 3 
(1955). The purpose to “avoid undue distor- 
tion’’ should have evoked some concern over the 
necessity for any distortion in light of the fact 
that income must be clearly reflected even in a 
year of change; concern was actually evidenced 
only that the distortion be not ‘‘undue.’’ 
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Accountants.” ® Had the committee stopped 


helping the Secretary at this point, it seems 
likely that he might have controlled the 
overlapping deductions under his general 
authority to so require the calculation to 
be made as to reflect income clearly for 
the taxable period.” However, the Senate 
report ™ laconically remarks that the House 
bill was silent on the status of deductions 
for expenses attributable to taxable years 
prior to 1954 but incurred subsequent there- 
to, and that to clarify uncertainty it 
adding the following amendment: 

“Any deduction attributable to income 
taken into account in computing taxable 
income for taxable years preceding the first 
taxable year for which the election is made 
shall be allowable in the same manner and 
to the same extent as if this section had 
not been enacted.” “ 

The amendment was “clarifying” in a 
curiously backhanded sort of way. Since 
the committee had been persuaded that 
granting the right to estimate expenses 
against reserves might not preclude the 
deduction of expenses actually paid in the 
transition year, it vested parenthetical dis- 
cretionary power in the Secretary to control 
the estimated deductions. However, in order 
to insure a real “Donnybrook” for the Secre- 
tary, it “clarified” the matter by adding a 
subsection which made an outright grant 
of the right to deduct actual expenses paid 
as well as estimated expenses against re- 
serves! This was the amendment providing 
a “double deduction” on which Section 462 
ultimately foundered and on the basis of 


was 


which it was repealed, in order to avoid an 
estimated loss of some $400 to $500 million 
of revenue in 1954. When it was enacted 
by Congress, the provision evoked imme- 
diate whoops of delight and jubilant proph- 
The 
delight was probably only somewhat sub- 
dued when the Treasury’s proposed regu- 
lations under Section 462 were issued in 
January of 1955." The proposed regula- 
tions did not attempt to hide the fact of 
double deduction—the amendment was too 
luminously clear for that. Rather, restraint 
was sought to be imposed by invoking the 
power vested in the Secretary to determine 
what should be taken into account by way 
of reasonable additions to reserves for 
estimated expenses authorized by the sec- 
tion.” Not wholly unwittingly, Congress 
had thus set the stage for what many 
taxpayers were determined to make mortal 
combat;™ for if a taxpayer could bring 
a deduction within the category of “esti- 
mated expenses,” he not only rationalized 
his otherwise hybrid accrual accounting, 
but he also qualified for a deduction of 
such estimatable expenses from previous 
tax years as were paid in the current tax 
year and a deduction for the estimated 
expense related to income reported in the 
current tax year. The new regulations 
imposed restraints and requirements gen- 
erally designed to limit the use of estimates 


ecies of “once-in-a-lifetime savings.’ 


and reserves to those already being used 
by the taxpayer in his nontax accounting 
records and statements, but they were im- 
mediately challenged.“ Ostensibly, it was 





*%S. Rept. 372, 84th Cong., 1st Sess. (1955). 
Since the Secretary's power was strengthened 


in the subsection authorizing estimations, it 
seems a little anomalous for the committee to 
claim it thereby amply authorized the Secretary 
to spread the actual deduction. However, this 
committee statement was made during the re- 
pealer hearings, not at the time Sec. 462 was 
adopted. 

% 1954 Code Sec. 446(b) provides that 
if the method used does not clearly reflect in- 
come, the computation of taxable income shall 
be made under such method as, in the opinion 
of the Secretary or his delegate, does clearly 
reflect income.” 

%S. Rept. 1622, 83d Cong., 2d Sess., pp. 64, 
307 (1954). 

* 1954 Code Sec. 462(e). 

*® Estimate of spokesman for American Insti- 
tute of Accountants, Hearings on H. R. 4725 
Before the Committee on Finance of the Senate, 
84th Cong., Ist Sess., p. 21 (1955): disputed, 
however, in S. Rept. 372, 84th Cong., 1st Sess., 
p. 3 (1955). The Senate committee maintained 
that the Secretary's parenthetical power in sub- 
section 462(a) was ample to control ‘‘double 
deductions’ in the transition year. Cf. Con- 
gressman Mills, Hearings on H. R. 4725 Before 
the Committee on Ways and Means of the 
House, 84th Cong., ist Sess., p. 7 (1955). 
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7” ‘Now, a once-in-a-lifetime opportunity for 
substantial tax savings is presented by Section 
462 of the 1954 Code . See article citea 
at footnote 48, at p. 884. 

™ T. D. 6134, 1955-1 CB 60. 

ma. . In computing taxable income, no 
amount shall be taken into account with respect 
to estimated expenses under section 462 unless 
a reserve therefor has been established and is 
properly recorded on the regular books of ac- 
count which are used in computing the tax- 
payer’s income and on the basis of which the 
taxpayer prepares his financial statements (such 
as reports to creditors, stockholders, etc.). If 
a taxpayer closes such books for the taxable 
year without making the necessary entries 
thereon to establish and record the reserve, 
and issues his financial statements on the basis 
of the books as so closed, any such entries 
made thereafter will not be deemed to meet the 
requirements of the preceding sentence with 
respect to such taxable year.’’ T. D. 6134, 
1955-1 CB 60. 

3 Hearings on H. R. 4725 Before the Commit- 
tee on Finance of the Senate, 84th Cong., Ist 
Sess., p. 34 (1955): Hearings on H. R,. 4725 
Before the Committee on Ways and Means of 
the House, 84th Cong., Ist Sess., p. 13 (1955). 

™ T. D. 6134, 1955-1 CB 60. 


793 





this uncertainty as to whether the Treasury 
had the power to limit the kind of expenses 
which could be estimated and deducted 
which primarily prompted the Secretary to 
plead for repeal.” Actually it became in- 
creasingly clear, as the House and Senate 
hearings on repeal developed, that the real 
béte noire was the double deduction, not 
for new and novel expenses, but for ex- 
penses about which there could be no ques- 
tion and which had been estimated for 
normal corporate purposes for years.” 


Secretary Humphrey’s comments during 
the course of the hearings speak eloquently, 
if somewhat unintelligibly, of the difficulty 
of drawing regulations which would keep 
the operation of the section within bounds: 


“When we came to make up our January 
22 regulations, we found that we could not 
restrict this to prevent some double deduc- 
tion out of this unless we got so complicated 
—unless you got out such a complicated 
situation with respect to it to try to avoid 
the double deduction, that you are applying 





™% Secretary Humphrey stated that * . tax- 
payers are attempting . . . to claim deductions 
for all kinds of things that were not contem- 
plated, that are not just accounting changes but 
things that come in as accounting changes that 
were not involved or contemplated as proper 
deductions.’’ Hearings on H. R. 4725 Before 
the Committee on Ways and Means of the 
House, 84th Cong., 1st Sess., pp. 10-11 (1955). 
What developed during the course of the hear- 
ings was that industry, at least in so far as the 
National Association of Manufacturers could 
speak for it, was quite satisfied with regulations 
severely limiting the kinds of expenses which 
could be estimated; it was intimated that such 
regulations would be contested by relatively 
few individual taxpayers or groups. Hearings 
on H. R. 4725 Before the Committee on Finance 
of the Senate, 84th Cong., 1st Sess., p. 57 (1955). 

% A witness for the American Institute of 
Accountants testified at the hearings that ‘‘what 
is involved, and all that is involved is when 
items are reported, not whether they are re- 
ported. Deductions that should have been al- 
lowed in the past have not been allowed... ." 
Hearings on H. R. 4725 Before the Committee 
on Finance of the Senate, 84th Cong., 1st Sess., 
p. 21 (1955). (Italics supplied.) Secretary of 
the Treasury Humphrey testified that ‘‘there 
is no problem if you eliminate, if you are not 
going to give anybody a double deduction in 
one year . . the only thing you have left to 
talk about in this thing is that we are putting 
a premium on overestimating.’’ Hearings cited 
above, at p. 10. Congressman Jere Cooper read 
into the record a statement to the effect that 
“the windfalls under this provision arise from 
the fact that in many instances accrual basis 
taxpayers are permitted to deduct for the year 
1954 their accrued expenses, as they have done 
in the past, and at the same time establish a 
reserve for estimated expenses in 1955 resulting 
in whole or in part in doubling up of deduc- 
tions.’’ Hearings on H. R. 4725 Before the 
Committee on Ways and Means of the House, 
84th Cong., Ist Sess., p. 41 (1955). 


794 


October, 1957 @ 


one estimate on another estimate and get- 
ting into a maze of difficulties.” ” 


The Treasury’s difficulties are under- 
standable. I should think repeal of a stat- 
ute by administrative regulation was ever 
thus. Section 462(e) was as clear a direc- 
tion to take actual as well as estimated 
expense in the transitional year as language 
could furnish. Yet the Secretary could say: 


“T think that what we intended, what was 
intended here, was simply a bookkeeping 
adjustment. Now what was worked out 
is a double deduction. And the thing that 
people are interested in, regardless of what 
everybody says, the thing that people are 
interested in here is getting a double deduc- 
tion in one year.” ® 


The case for an unmitigated double de- 
duction was eloquently argued. It was said 
that denial would force the dropping out 
of one year’s expenses, a practice which 
would not be approved by public auditors 
if extended by a company to corporate 


™ Hearings on H. R. 4725 Before the Commit- 
tee on Finance of the Senate, 84th Cong., Ist 
Sess., p. 7 (1955). 

% Hearings on H. R. 4725 Before the Commit- 
tee on Finance of the Senate, 84th Cong., Ist 
Sess., p. 21 (1955). Mr. Seidman of the Ameri- 
can Institute of Accountants stated: ‘*. . . The 
House voted for . . repeal, [Slince the 
House vote, there has been a very significant 
development. We now have a clearer picture 
of the revenue effect. . . . At that time, figures 
of $1 billion to $5 billion were mentioned. We 
can now report to you with some assurance that 
even if the law be permitted to stand as is, 
with its concentration of deductions, the maxi- 
mum revenue reduction from 1954 tax returns 
because of these provisions is not likely to be 
over $500 million. Of this, $450 million applies 
to the expense reserve provision . . . $200 mil- 
lion of 1954 tax reduction, relates to the reserve 
for vacation pay. . . . With social and economic 
trends as they are, and have been, a good deal 
of that $200 million will stick as a revenue 
reduction for 1954, or the next few years, even 
if we go back to the old law."’ See hearings 
cited above. 

This spokeman also expressed the view that 
a good deal of the $200 million vacation pay 
would ‘‘stick’’ as a revenue deduction even in 
the absence of Sec. 462. However, to the extent 
that this amount represents a ‘‘doubling’’ of 
deductions, that is, more than 12-months’ vaca- 
tion pay concentrated in a single taxable year, 
the Tax Court is not likely to permit it in light 
of its holding in EF. H. Sheldon & Company, 
cited at footnote 53. The Treasury also would 
no doubt block any further double deductions 
under I. T. 3956, 1949-1 CB 78, even though 
they were kept in effect for taxpayers who have 
already made the transition to full estimated 
deductions. See Rev. Rul. 54-1 608, 1954-2 CB 8, 
revoking I. T. 3956, 1949-1 CB 78, but suspended 
in effect. See also Hearings on H. R, 4725 Be- 
fore the Committee on Finance of the Senate, 
84th Cong., 1st Sess., p. 68 (1955). 
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accounts.” It was also argued that the 
charge of double deduction was without 
foundation since in no case would the same 
expense be deducted twice, that expenses 
relating to past transactions are just as 
real as those relating to current or future 
income even though the deduction occurs 
in the same year.” The point was also 
advanced that there was no “windfall” to 
taxpayers, but that only a correction of past 
inequities was involved.” 


No doubt inequitable results in the form 
of overpayments have taken place. In the 
main, however, what has happened, as in 
the case of the vacation-pay deductions, has 
been an improper meshing of the deduction 
with the gross income in connection with 
which the deduction or expense was in- 
curred. Thus, vacations earned last year 
became a charge against this year’s gross 
income. If operations were relatively stable, 
such improper meshing would create no 
hardship. On the other hand, if allowing 
the deduction on a reserve basis would have 
subsequently changed the tax situation in 
favor of the taxpayer, then he has been 
imposed upon to that extent when he is 
restricted to a cash basis for such items. 
Basically, however, it was in the year in 
which he began the operation (when he 
should have been but was not allowed a 
deduction for estimated expense) that he 
suffered a substantial tax detriment and 
could have demonstrated that his tax ac- 
counting did not “clearly reflect income.” 
The intervening years have been distorted 
only to the extent that last year’s expenses 


(which he has been permitted to deduct this 
year because this year they have been paid) are 
either more or less than this year’s deductions. 
Since the beginning of income tax admin- 
istration, accrual-basis taxpayers have been 
producing taxable gross income incident to 
which their expenses should have been 
estimated and deducted, but as to which 
deductions were disallowed. Section 462(e) 
made it possible to compress the remedy 
for tax inequities occurring over a great 
many tax periods for a great many tax- 
payers into one tax period with the effect 
to be felt on one year’s tax collections.” 
One tax attorney, when informed that Sec- 
retary Humphrey had characterized Section 
462 as an “inadvertent error,” commented: 
“T wouldn’t call it an ‘inadvertent error’— 


83 


I'd call it a monstrous error.” ™ 


The plan of the staff for the Joint Com- 
mittee on Internal Revenue Taxation for 
dealing with the problem was to defer the 
deduction, applicable to a prior year but 
which under Section 462(e) could be taken 
in 1954, until the windup of the business or 
the windup of the reserve, whichever takes 
place sooner.“ Under such a plan, there 
would, of course, be no reduction in revenue 
in the year of change. Indeed, there might 
never be any reduction. A spokesman for 
the American Institute of Accountants thought 
the staff plan was “on the side.” 
The institute had suggested that the initial 
addition to the reserve should be spread 
as a deduction over the transitional year 
and the two succeeding years. Later, after 
the House had voted to repeal Section 462, 


severe 





™” There seemed to be a curious unwillingness 
on the part of the taxpayer representatives to 
talk about the fact that, absent the tax impli- 
cations of the change from a cash to a reserve 
method, accepted accounting presentation would 
warrant making a charge to earned surplus 
for current payments applicable to the prior 
year’s income and letting current profit and loss 
carry only the burden of the estimated expense 
for the current year. (Finney, II Principles of 
Accounting (1935), p. 118.) To qualify for the 
the tax benefits, of course, taxpayers were ap- 
parently making both charges against current 
earnings: actually, however, one would be a 
quite legitimate adjustment to earned surplus. 

% “(T]here is in fact no ‘double deduction’. 
No one gets a particular deduction twice. As 
a result of taxpayers being able to deduct, in 
the year of transition, those expense items 
which—because of bad case law—they have 
heretofore had to postpone until they became 
fixed and payable, along with actual deduction 
of the current year, a bunching up of expense 
deductions would occur in a single year. This 
is all that is involved here. True, the Treasury 
significantly underestimated the amount that 
was involved. "" Statement of Machinery 
and Allied Products Institute, Hearings on H. R. 
4725 Before the Committee on Finance of the 
Senate, 84th Cong., 1st Sess., p. 96 (1955). 
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81 ‘*The charge of windfall is equally without 
justification. Instead of unjust enrichment, the 
tax adjustment under section 462 provides the 
measure of the inequity of prior law in failing 
to permit deductions as they accrue, The 
greater the total amount of adjustment for all 
taxpayers, the greater is the inequity which 
was corrected by section 462. Should the sec- 
tion be repealed, or emasculated, the results 
would be a windfall to the Government because 
the Government would then be in the position 
of overcollecting taxes, as it was before enact- 
ment of the 1954 Code."’ Hearings on H. R. 
1725 Before the Committee on Finance of the 
Senate, 84th Cong., Ist Sess., p. 59 (1955). 

82 ‘‘Deductions that should have been allowed 
in the past have not been allowed. The law 
as it now stands makes it all good in one year. 
‘ " Hearings on H. R. 4725 Before the Com- 
mittee on Finance of the Senate, 84th Cong., 
ist Sess., p. 21 (1955). 

88 Hearings on H. R. 4725 Before the Commitee 
on Finance of the Senate, 84th Cong., Ist Sess., 
p. 47 (1955). 

8% Hearings on H. R. 4725 Before the Commit 
tee on Finance of the Senate, 84th Cong., Ist 
Sess., p. 25 (1955). Cf. S. Rosin & Sons, Inc. v. 
Commissioner, 113 F. (2d) 652, 654 (CCA-2, 
1940). 
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its spokesman still maintained that there 
was no windfall in the law as it stood, but 
that “the only real problem is the transi- 
tional one—how best to cure the ills of the 
past, when income and deductions were 
put in the wrong years, while the present 
law puts them in their right time slot. . . . 
Right now, the law takes the medicine all 
at once. This is too big a dose for the 
revenues. We suggest spacing it out in ten 


treatments or, as a last resort, deferring it 
as the staff plan does, but we urge you not 
He is fundamentally 
right.”" (Italics 


to kill the patient. 
sound, wholesome, 
supplied.) 


The rest is history. The Senate did 
acquiesce in the repeal of Section 462 (and 
Section 452)“ at the urgent request of the 
Secretary, who said he could find no other 
way out of the impasse.” Yet if the Secre- 
tary had recommended forthright repeal of 
Section 462(e) initially and there had been 
acceptance by industry spokesmen, it seems 
likely that the problem of controlling the 
expenses subject to estimation might have 
been solved by regulation. But only when 
the patient was in extremis were industry 
spokesmen willing to consider abandoning 
immediate deductibility in the transition 
year of expenses actually incurred in favor 
of even the compromise proposal of the 
staff of the Joint Committee on Internal 
Revenue Taxation. The Senate committee, 
on the other hand, carried the appearance 
of conviction even through its final report 
that the repealer was actually quite unneces- 
sary since Congress had adequately dealt 
with the problem originally by authorizing 
the Secretary to use his discretion in per- 
mitting reasonable additions to reserves to 
be taken into account in determining tax- 
able income. No inconsistency was ever 
recognized by the committee in charging 
the Secretary with taking away, on an indi- 
vidualized basis, the double deduction which 
Congress had specifically and generally 
granted in Section 462(e).™ 


and 





8S Hearings on H. R. 4725 Before the Commit- 
tee on Finance of the Senate, 84th Cong., Ist 
Sess., p, 25 (1955). 

% Section 452, permitting accrual accounting 
principles for prepaid income, was not seriously 
attacked throughout the repeal proceedings. 
The original estimated revenue loss of $47 mil- 
lion attributed to the new accounting provisions 
may have been largely this item, since on a 
later, more careful estimate, it was estimated 
at $50 million. Hearings on H. R. 4725 Before 
the Committee on Finance of the Senate, 84th 
Cong., Ist Sess., p. 21 (1955). At least one cir- 
cuit court of appeals has sustained the principle 
of Sec. 452 as being only proper accrual ac- 
counting, permissible with or without Sec. 452 
in the interest of clearly reflecting income. 
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A Proposal: 
Clearly Reflect Income in Transition Year 
and Observe Prescription on Prior Years 

As in the case of providing a solution 
for the initial transition from cash- to 
accrual-basis accounting in Section 481, so 
in considering both the enactment and the 
repeal of Section 462 there was inadequate, 
if any, consideration of two basis tenets 
which have been decisive in litigation before 
the circuit courts of appeals: (1) Income 
must be clearly reflected in the year of 
change—as in all other years and (2) the 
applicable statute of limitations must be 
observed.” There was no reason to jetti- 
son these tenets in providing for the initial 
transition from cash to accrual accounting; 
and there was no reason for doing so in 
making the transition from a hybrid cash- 
accrual basis to full accrual accounting, 
such as was contemplated in Sections 452 
and 462. Adapting Judge Learned Hand’s 
comments on the pyramided income prob- 
lem in Bennet v. Helvering to the double- 
deduction problem, “It by no means follows 
that to [allow] a deduction in a 
later year will restore the situation to what it 
would have been, if the tax had been as- 
sessed correctly in the first year and the 
deduction [disallowed] in the 
second; on the contrary, it seldom, if ever, 
will do so.”™” Nor should the taxpayer, 
any more than the Commissioner, be per- 
mitted to reach around the applicable stat- 
ute of limitations. 

To reflect income clearly in the year of 
change and pay a decent respect for the 
statute of limitations, the estimated ex- 
penses in the year of transition should be 
substituted for the expenses actually paid 
that year; the prior returns which are still 
open under the statute of limitations should 
be amended to reflect the actual expense 
which should have been deducted as an esti- 
mate (which was not permissible under 
prior regulations); and prior returns which 


(Continued on page 798) 





(Beacon Publishing Company v. Commissioner, 
55-1 uste § 9134, 218 F. (2d) 697 (CA-10).) 

%’ Perhaps unkindly, a Journal of Commerce 
newsletter jibed: ‘‘The Treasury ‘ hastily 
called for outright repeal, apparently realizing 
that any attempt at patching up the section 
by spreading revenue loss over several years 
would play into the hands of the Democratic 
strategists who would enjoy nothing more than 
to prolong the service life of this inviting tar- 
get."’ Hearings on H. R. 4725 Before the Com- 
mittee on Ways and Means of the House, 84th 
Cong., 1st Sess., p. 39 (1955). 

8S. Rept. 372, 84th Cong., 
(1955). 

*”” See footnotes 22 and 23. 

” Case cited at footnote 22, at p, 538. 
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BOOKS 


This month's reviews of recent books and other publications 
of general interest to tax men include Montgomery's Audit- 


ing and Tax Factors in Basing International Business Abroad. 


Auditing Procedures 


Montgomery's Auditing. Norman J. Len- 
hart and Philip L. Defliese. The Ronald 
Press Company, 15 East 26th Street, New 
York 10, New York. Eighth edition, 1957. 
766 pages. $10. 


To borrow an old phrase, “Montgomery” 
on an accounting book is like “sterling” on 
silver. The eighth edition of this 45-year-old 
title reflects considerable revision of the 
prior edition. That edition was published in 
1949. Changes in accounting principles, 
auditing practices, and business and financial 
conditions have required an extensive re- 
vision to make this new edition completely 
up-to-date. 

This book may be used as a gauge against 
which to compare own work or to 
compare the work of an outside accountant 
or auditor or to compare the work of em- 
ployees in a large organization. 


one’s 


There is a very interesting chapter on 
management services. Accountants are ex- 
pected to be experts in such matters as 
organization plans, methods and procedures 
in accounting and record keeping, and the 
characteristics of various types of clerical 
labor-saving devices. Their natural interest 
in solving problems and in constructive 
planning and their ability to convert ideas 
into reality give them qualifications that are 
essential in providing management services. 


The chapter on taxation is general in 
nature, but points up a need for an aware- 
ness of the many tax considerations involved 
in business activities. 

An interesting part of the book is the 
appendix. This is a questionnaire for evalu- 
ation of internal accounting control and 
internal check. 


Norman J. Lenhart has had a distin- 
guished career in the accounting profession. 
A graduate of the University of Illinois, 
he is a certified public accountant in nine 


Books 


states—New York, Pennsylvania, Ohio, IIli- 
nois, Michigan, California, Louisiana, Ken- 
tucky and Texas. He has served as chairman 
of numerous committees of the American 
Institute of Certified Public Accountants 
and New York State Society of Certified 
Public Accountants. He coauthor of 
the seventh edition of Montgomery's Auditing 


was 


Philip L. Defliese has been the director of 
staff training at Lybrand, Bros, & 
Montgomery for ten years. A certified pub- 
lic accountant in New York, he is a member 
of the AICPA Committee of Accounting 
Personnel and the NYCPA Committee of 
Education and Personnel. 


Ross 


Write Better 


Written Communication in Business. Robert 
L. Shurter. McGraw-Hill Book Company, 
Inc., 330 West 42nd Street, New York, New 
York. 1957. 580 pages. $6. 

Let’s face it! People in business are 
reluctant to write. Any achievement through 
organization is dependent more and more 
upon written communication. This is a book 
on helpful hints not only on how to write 
better letters, but on how to write better 
communications regarding business prob- 
lems, such as sales policy, disciplinary cases 
and other items. 

A part of the book, printed on blue paper, 
is called the reference section and it is a 
review of the rules of parts of speech, the 
sentence, punctuation and other matters re- 
lating to syntax. It is a section which is 
always helpful to browse through. 


Math Review 


A Short Dictionary of Mathematics. C. H. 
McDowell. The Philosophical Library, Inc., 
15 East 40th Street, New York 16, New 
York. 1957. 63 pages. $2.75. 

This practical dictionary will be helpful 
not only to students of mathematics, but 
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to everyone who handles figures in his daily 
life. It will also be useful as an aid for 
refreshing mathematical skills. 

The book contains dictionaries of terms 
and illustrations pertaining to arithmetic, 
algebra, plane trigonometry and geometry, 
as well as tables of weights and measures. 


Foreign Operations 


Tax Factors in Basing International Busi- 
ness Abroad. William J. Gibbons. Harvard 
Law School, International Program in Taxa- 
tion. Harvard University, Cambridge, Massa- 
chusetts. 1957. 177 pages. $5. 

This work is a study of the “tax haven” 
or “base company” operation, in which 
United States corporations carry on their 
foreign operations through holding com- 
panies organized in countries that do not 
tax foreign-source income, since there is at 
present no deferral of tax in this country 


on the foreign income of United States 


corporations. 


The book begins with a review of the 
reasons, under United States tax law, for 
using tax havens in the foreign investment 
field, and then analyzes tax and corporation 
laws of 13 representative countries: The 
Bahamas, Bermuda, Canada, Haiti, Liberia, 
Liechtenstein, Luxembourg, The Netherlands 
Antilles, Panama, Switzerland, Tangier, 
Uruguay and Venezuela. These countries 
defer, reduce or do not impose tax on for- 
eign-source income and, hence, are regarded 
as suitable for the incorporation of base 
companies. 

Part I of this study appeared as an article 
by Mr. Gibbons in the Harvard Law Review, 
May, 1956. Part II was written by him in 
cooperation with the staff of the Inter- 
national Program in Taxation and from 
correspondence with authorities in the 13 
above-mentioned foreign countries. 


THE CHANGE FROM CASH TO ACCRUAL ACCOUNTING FOR FEDERAL 
INCOME TAX PURPOSES—Continued from page 796 


are no longer open under the statute of 
limitations should not be disturbed either 
by attempts to rectify past errors against 
the taxpayer resulting from disallowance 
of estimated expenses, or by past errors 
in favor of the taxpayer resulting from 
allowance of overstated cost of goods sold 
or understated sales. In both cases the 
basic error often goes to the beginning year 
of operations, a year on which the statute 
may have long since run.” 


The statutory changes necessary to as- 
sure a solution of the transition problem in 
keeping with the jurisprudence of the cir- 
cuit courts of appeals would not seem overly 
complex. Section 462 should be restored, 
but with subsection (e) deleted and with 
such language changes in subsection (c) 
as are necessary to insure that the esti- 
mating process is limited to expenses which 
are sufficiently related to the production of 
annual income to warrant it and which can 
be predicted with reasonable accuracy.” 
Section 481 should provide simply for 
establishing the taxpayers’ taxable income 
under the accrual method of accounting for 
years open under the statute of limitations, 
and no more. Since there would be legiti- 





* See footnote 30. ‘ 

“ The Treasury's abortive regulations under 
Sec. 462 might well be drawn on to further 
narrow the estimating process if deemed neces- 
sary. See footnote 72. 
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mate concern only with these open years 
and they would have been corrected, there 
would be no need for authorizing the Com- 
missioner to take into account, as he now 
may under Section 481, “those adjustments 
which are determined to be necessary solely 
by reason of the change in order to prevent 
amounts from being duplicated or omitted 

” The year of change would clearly 
reflect income since taxable income would 
be computed using inventories, purchases 
and sales on an actual accrual basis with- 
out “pyramiding,” and also using estimated 
expenses without “double deduction,” re- 
sulting from including expenses paid during 
the taxable year but applicable to previous 
years. 


During the course of the repealer hear- 
ings, a congressman asked the Secretary of 
the Treasury rather plaintively: “Why can 
we not go back to the point we were in- 
tending to go to?” and the Secretary re- 
plied: “I do not know how to get there.” ™ 
Since a number of our circuit courts of 
appeals do seem to know, as a result of long 
and painful study of litigated cases, I sug- 
gest we utilize their knowledge. 


[The End] 
% Hearings on H. R. 4725 Before the Commit- 


tee on Ways and Means of the House, 84th 
Cong., 1st Sess., p. 31 (1955). 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. This 
types of taxes: income, 


insurance company, utility, 


department's scope 
sales and gross receipts, 
franchise, 


includes the following 
property, gasoline, 


severance, and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


State Tax Revenue Rises 
8 Per Cent in 1957 


Total tax revenue for the 48 states for 
the 1957 fiscal year (ended June 30) reached 
an all-time high of $14.4 billion, or an 
average of $87 per person, according to 
figures released by the Bureau of the Census, 
Department of Commerce. This is an in- 
crease of $1 billion over 1956, and an in- 
crease of 50 per cent since 1952. 

All states except four—Delaware, Kansas, 
Nebraska and South Dakota—reported a 
larger total tax yield than in 1956. 

The “top four” states were California 
(with a total revenue of $1,637 million), 
New York ($1,440 million), Pennsylvania 
($905 million) and Michigan, ($771 million). 
Illinois, Ohio and Texas tied for fifth place 
with figures over $600 million. Pennsyl- 
vania registered the largest amount of total 
increase, $203 million, or 29 per cent. Much 
of this rise is due to the 3 per cent sales 
tax, which in March, 1956, succeeded the 
former 1 per cent sales tax. 

The Department of Commerce emphasizes 
that caution must be used in making com- 
parisons of individual state government 
figures. There is great variation from state 
to state as to scope and intensity of public 
services, economic resources, the pattern for 
distribution of responsibility and for admin- 
istering and financing particular functions. 

The largest total tax source, as the front 
cover of this issue graphically illustrates, 
was general sales and gross receipts taxes, 
which totaled $3,291 in 1957, or about one 
fourth of total state yields, even though this 
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tax was not in use by 15 states. Sales and 
gross receipts taxes registered the 
greatest increase in 1956-1957—$255 million, 
or 8.4 per cent. The second largest source 
of tax yield was the sales tax on motor fuel, 
which provided $2,821 million in the 1957 
fiscal year. 


also 


Residential property is half of the total 
assessment.—Approximately 61 million sepa- 
rate parcels or holdings of taxable real 
property were listed on local property tax rolls, 
according to a report on real 
ments by the Department of Commerce. 
About 51 per cent, or 31 million of these, are 
nonfarm residential properties 


estate assess 


Acreage and farm property assessments 
rank second to nonfarm residential property 
for the country as a whole. In half of the 
48 states, residential property accounts for 
more than half of the total local real estate 
assessments. 

Vacant lots equaled 20.8 per cent of the 
total and commercial and industrial prop- 
erties were 3.6 per cent. 


Supreme Court to Complete 
Docket of State Tax Business 


When the United States Supreme Court 


recessed, it left six cases involving state 
taxes on its docket of unfinished business. 
These cases, to be taken up when the Court 
reconvenes in October, were granted review 
without final disposition having been made. 

Probable jurisdiction was noted in two 
companion cases—U. S. v. Township of 
Muskegon and Continental Motors v. Town- 
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ship of Muskegon, Docket Nos. 38 and 39— 
in which the Michigan Supreme Court up- 
held a law providing for taxation of lessees 
and users of tax-exempt property. And in 
U. S. and Borg-Warner Corporation v. City 
of Detroit, Docket No. 26, the Michigan 
court held that property leased from the 
United States may be taxed. 

Petition for certiorari was granted in 
Detroit v. Murray Corporation of America, 
Docket No. 36. The United States District 
Court for the Sixth Circuit had ruled that 
personal property taxes cannot be collected 
by a city and county on items manufactured 
by a defense contractor for the United States 
Air Force. 

In Board of Assessors of Riverhead wv. 
Grumman Aircraft, Docket No. 136, the New 
York Court of Appeals held that a corpora- 
tion leasing property from the federal gov- 
ernment has no taxable interest in the 
property when the corporation has an option 
to buy at the time of the expiration of the 
lease. 

The Washington Supreme Court in White 
v. Washington, Docket No. 184, ruled that a 
seller of inexpensive merchandise must pay 
sales tax even though his customers do not 
pay the tax under the official bracket system. 


Atlantic States 


Income taxes.—A Massachusetts bill which 
changes the definition of business income 
and exempts the rental of real estate and the 
sale of a residence from income taxation 
was approved August 19. (H. B. 2821.) 

Recently passed by the Senate is H. R. 
8256, which excludes social security pay- 
ments from Washington, D. C. income tax 
and gives $500 exemptions to the aged and 
blind. The bill also conforms the district 
with federal income tax as to taxability of 
veterans’ benefits and military disability 
pensions; permits a taxpayer who now takes 
the $500 standard deduction to take 10 per 
cent or $1,000; limits use of the tax table to 
those whose gross income is $5,000 or less, 
instead of the present $10,000. These and 
other amendments were concurred in by the 
House and the measure now goes to the 
President for approval. 


Sales and gross receipts taxes.— Material 
sold for use in war memorials authorized by 
Congress to be erected on public grounds 
will be exempt from sales tax in the District 
of Columbia, P. L. 85-82, approved July 3. 

A lower court in Pennsylvania has ruled 
that the state’s gross receipts tax on bus 
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companies is due on receipts based on trans- 
portation of United States military and 
other governmental personnel. The Dauphin 
County Court of Common Pleas ruled that 
the tax is compensation to the state for the 
use of its highways; any effect the tax may 
have on the federal government is insig- 
nificant because of its remoteness and in- 
directness. (Pennsylvania Greyhound Lines, 
Inc. v. Commonwealth.) 


Pennsylvania’s selective sales and use tax 
has been amended to provide an exemption 
of the sale at retail or use of supplies and 
materials used in fulfilling a contract for 
the construction, reconstruction, remodel- 
ing, repairing or maintenance of real estate, 
where the contract was entered into before 
March 7, 1956, between the person who 
would otherwise be subject to tax and a 
municipal authority incorporated under the 
Municipal Authorities Act of 1945. 


Motor vehicle taxes.—District of Colum- 
bia motor vehicle registration fees for trailers 
are changed: manufacturer’s shipping weight 
of chassis plus body weight under 500 
pounds, $8; 500 but under 1,000 pounds, 
$12; 1,000 but under 1,500 pounds, $20; 
1,500 but under 2,500 pounds, $32. Rates 
for higher weights will remain unchanged. 


H. R. 6258, a Senate amendment agreed to 
by the House, provides that in the District 
of Columbia, a motor vehicle manufactured 
before 1930, owned as a collector’s item and 
not used for general transportation, will be 
classified as antique and will be registered 
upon payment of a $5 fee. 


Inheritance taxes.—An opinion of the At- 
torney General (July 22, 1957) stated that 
to obtain an inheritance tax exemption, a 
religious organization must show affirma- 
tively that the alleged exemption has been 
clearly allowed by law, and include proof 
that it carries on a substantial part of its 
activities in Maryland or the District of 
Columbia. 


Gasoline taxes.—An additional tax of one 
cent per gallon on motor vehicle fuel has 
been levied in New Hampshire for four 
years beginning September 1, 1957. This 
raises the total rate to six cents per gallon. 


Pennsylvania cigarette tax.—A new ciga- 
rette tax law also has been enacted in Penn- 
sylvania and former cigarette tax provisions 
have been repealed. The same rate of five 
cents per pack (of which one cent is tempo- 
rary) is still in effect and the new act is 
similar generally to the former law. 


Change in Maryland Tax Commission.— 
Succeeding Joseph Allen as chairman of the 
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Maryland State Tax Commission is Cornelius 
P. Mundy. 


Lake States 


Income taxes.—The Wisconsin Board of 
Tax Appeals ruled (August 27, 1957) that 
a taxpayer’s gain on the rental portion of 
a two-family residence exchanged for a one- 
family residence during the year is subject 
to income taxation. (Zerbe v. Wisconsin 
Department of Taxation.) 


Also in Wisconsin, on August 12, the 
governor vetoed a bill relating to the income 
taxation of corporate distributions and ad- 
justments (S. B. 519). 

A divorcee-taxpayer who files an income 
tax return as a single person cannot claim 
a personal exemption for his child as a 
dependent unless he can prove that he con- 
tributed over one half of the child’s support, 
ruled the Board of Tax Appeals in Naker 
v. Wisconsin Department of Taxation, July 
16, 1957. 

A county court in Ohio ruled in Benua v. 
City of Columbus that rental income from 
real estate located in Columbus received by 
a nonresident of the city is subject to the 
Columbus income tax. A contention that 
the income is not “earned” and, therefore, 
not subject to the tax, is not valid. Rent 
is produced partially by the labor, manage- 
ment and supervision of the landlord. 


Property taxes.—A. B. 600, concerning 
the property tax exemption of stored goods, 
was approved by the Governor of Wisconsin, 
August 15. Approved August 14 was S. B. 
533, relating to the exemption of greenhouse 
plants. 

The Ohio Board of Tax Appeals in Calhio 
Chemical Company, Inc. v. Bowers ruled that 
in a case where the depreciation formula 
used by the tax commissioner, as the as- 
sessor of personal property, is not unreason- 
able or unlawful on its face, and a taxpayer 
disagrees with the resulting value thus com- 
puted by the commissioner and appeals the 
valuation to the board, the taxpayer must 
bring in his own evidence as to the value 
of his property. Without this clear evi- 
dence, the board must accept the valuation 
assessed by the commissioner. In other 
words, in a case of this type, the burden lies 
upon the taxpayer to prove the value of his 
property. 


Motor vehicle taxes.—Act 215, effective 
September 27, 1957, provides that licensees 
of trailer coach parks in Michigan will col- 
lect and remit a $3-per-month tax on the 
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occupants of each trailer coach, in lieu of 
property taxes. 

The Governor of Wisconsin approved 
A. B. 708, relating to registration fees for 
motor carriers; effective August 24, 1957. 

A new motor vehicle code has been enacted 
in Illinois, increasing flat registration fees 
on second division vehicles and _ trailers. 
Illinois increased the fees for motor 
vehicle operators’ licenses and instruction 
permits. 


also 


Business receipts taxes.—In disposing of 
a decedent’s liens, the fiduciary must satisfy 
admitted claims giving the lien of the United 
States priority over the lien of the State of 
Michigan. (Jn the Matter of the Estate of 
Ballard, Oakland County Probate Court, 
April 11, 1957.) 


Governor to appoint board members.— 
Michigan Act 30 authorizes the governor 
to appoint two members of the State Board 
of Equalization, replacing the auditor gen- 
eral and director of agriculture. 
tary of the State Tax Commission becomes 
the secretary of the board; effective April 
26, 1957. 


Gasoline taxes.—Wisconsin has imposed 
an occupational tax of 2% cents per ton on 
all crude Crude 


The secre- 


oil handled in the state. 
oil and petroleum products therefrom shall 
be exempt from all personal property taxa- 
tion. The tax is deductible from gross income 
for income tax purposes. 


Western States 


Income taxes.—The Utah State Tax Com- 
mission has revised the rules and regula- 
tions governing the state franchise (income) 
taxes to reflect 1957 legislative changes. The 
term “doing business” now includes rental 
or leasing of real property within Utah and 
participation in joint ventures, and working 
and operating agreements taking place in 
the state. Corporations, qualified or not, 
renting or leasing real property in the state, 
are subject to the tax. Corporations and 
unqualified foreign corporations doing busi- 
ness in Utah must file a return for the 
period beginning with the date of commenc- 
ing to do business and terminating with the 
last day of its fiscal period. 

Property taxes.—An opinion of the New 
Mexico Attorney General (January 24, 1957) 
stated that real estate owned by a municipal 
chamber of commerce is subject to ad valorem 
taxes even though the property is used en- 
tirely for chamber of commerce business; it 
does not qualify for exemption under the 
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provision exempting property used for edu- 
cational or charitable purposes. 


Franchise taxes.—In New Mexico, a county 
which grants a franchise to a public utility 
for operation in the county may not impose 
a franchise tax on that utility, said an opin- 
ion of the Attorney General, March 15, 1957. 


~» 


Southern States 


Sales and gross receipts taxes.—The Ten- 
nessee Supreme Court ruled that a corpora- 
tion engaged solely in leasing its trucks 
within the state to another Tennessee cor- 
poration using the trucks in interstate com- 
merce is subject to sales tax with respect 
to the consideration received from the lease. 

The test of taxability is not the use to 
which the trucks are put, but where the 
lease is made. Central Transportation Com- 
pany v. Atkins. 


Supreme Court actions.—Aircraft parts 
sold to persons regularly engaged in inter- 
state commerce for incorporation into air- 
craft used to move executives or employees 
of the purchaser are subject to sales and 
use tax in Florida, since the aircraft are not 
common carriers, ruled the Florida Supreme 
Court in L. B. Smith Aircraft Corporation v. 
Green. Likewise, parts used to alter and im- 
prove aircraft, in order to conform to Civil 
Aeronautics Administration rules, are not 
exempt from use tax because the rebuilt 
planes are exempt from the sales tax. 

Use tax does not apply to tangible per- 
sonal property which has previously borne 
a sales or use tax in another state, unless 
the laws of that state permit the refund of 
the tax on property purchases used in and 
shipped to another state. Florida Supreme 
Court, Green v. Railway Express Agency, Inc. 

The Tennessee Supreme Court has ruled 
the 2 per cent tax upon users of trading 
stamps invalid because of a discriminatory 
exemption. There is no real and substantial 
difference between a merchant who uses 
stamps and redeems them himself and one 
who, for a consideration, has someone else 
redeem them. The tax was imposed by the 
1957 Tennessee legislature. Logan’s Super- 
market, Inc. v. Atkins. 


Alabama special taxes.— Waiting approval 


in Alabama county elections are special 
state tax provisions on property, sales and 
use, and miscellaneous taxes. Butler, Talla- 
poosa and Morgan Counties will levy prop- 
erty taxes for school purposes; sales and 
use taxes will be levied by Bibb, Limestone 
and Hale Counties; Tuscaloosa County will 
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impose a 1 per cent sales tax on all insti- 
tutions of higher learning in the county. 


Pacific States 


Income taxes.—A person who is declared 
incompetent is subject to income taxation 
where she was ruled a resident before her 
incompetency. In a prior ruling, the person 
was declared to have been a resident of 
California in the years 1945 through 1950, 
which included time before and after she 
suffered the stroke which rendered her in- 
competent. Prior opinion sustaining pre- 
sumption of residence is reaffirmed on appeal 
as to subsequent tax years. (Appeal of Ada 
E. Wrigley. California State Board of Equal- 
ization. July 17, 1957.) In Appeal of Ella E. 
Harrold, the board ruled that where a tax- 
payer’s former husband overpaid taxes on 
community income, she is entitled to have his 
overpayment applied against the deficiency 
on her separate return, since when the com- 
munity property was divided between them, 
the court deducted state income taxes. 

Farm workers in Washington who also 
do custom farm work are liable for the 
business and occupation tax upon gross 
income from the custom work, and the com- 
mission may assess taxes for all years sub- 
sequent to 1946 against taxpayers who 
should have, but failed to register as re- 
quired under the revenue act. (Opinion of 
the Washington Attorney General, 57-58 
No. 101, July 24, 1957.) 


Inheritance and estate taxes.— Last month 
we erroneously reported as enacted in Cali- 
fornia a bill to grant the surviving spouse 
a $50,000 exemption from inheritance taxes. 
No such measure was enacted. 


Sales and gross receipts taxes.—A recent 
California ruling stated that where the place 
of business of a taxpayer is located within 
two taxing jurisdictions, the sales taxes 
collected by the State Board of Equaliza- 
tion should be apportioned according to the 
part of the taxpayer’s facilities located in 
each jurisdiction. (City of Pomona v. State 
Board of Equalization, California Superior 
Court, Los Angeles County, July 24, 1957.) 


Property taxes.—Organization for main- 
taining a home for the aged makes a non- 
profit domestic corporation exempt from 
property taxation. This exemption holds 
despite the fact that one of the corporate 
articles permits it to engage in transactions 
unrelated to the home’s operations, since 
another of the articles provides that the cor- 
poration’s property be irrevocably dedicated 
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WISE 


Every month this department lists meetings of interest to tax men and reports on 


studies, speeches and other activities in the tax field. 


Featured in this issue: 


Announcement of the Golden Anniversary Conference on Taxation of the National 


Tax Association . . 
Gains: Dealer v. Investor Problems”’ . 


. A talk by Los Angeles attorney James L. Wood on ‘Capital 
. . A study on the tax effect to clients of legal 


fees paid, from a speech and chart by another California attorney, Louis M. Brown. 


Meetings of Tax Men 


National Tax Association ——On October 
21-25, the Golden Anniversary Conference 
on Taxation of the National Tax Associa- 
tion will be held at the Deshler Hilton Hotel 
in Columbus, Ohio. Appropriately, the first 
NTA conference was also held in Columbus. 
Chairman of the program committee is 
Stanley J. Bowers, tax commissioner of 
Ohio and past president of the National 
Association of Tax Accountants. 


University of Chicago.—The major areas 
of federal taxation will be scrutinized at 
the Tenth Annual Federal Tax Conference 
of the University of Chicago Law School 
to be held October 23-25 in the auditorium 
of the Prudential Building in Chicago. The 
complete program of the conference was 
presented in this department last month. 


Fairleigh Dickinson University.—The Fair- 
leigh Dickinson University Fourth Annual 
Tax Forum on Federal Income Taxation 
as well as New Jersey state taxation and 
assessments will be held November 9 in the 
Campus Gymnasium-Commons Building. The 
forum will be under the direction of Dean 
Harold Feldman, of the School of Business 
Administration of the university. The fee 
of $12 will include breakfast and a buffet 
luncheon. For complete information and a 
registration form, address inquiries to Alvin 
L. Herald, Coordinator of November Tax 
Forum, Fairleigh Dickinson University, 
Rutherford, New Jersey. 


Illinois State Bar Association —The Four- 
teenth Annual Tax Course sponsored by the 
Illinois State Bar Association will be given 


Tax-Wise 


on December 6 and 7 at the Hotel Faust 
in Rockford and on December 12 and 13 
at the Elks Club in Springfield. Topics and 
speakers for the course are as follows: “The 
Individual and His Income Tax,” by Joseph 
R. Lowery and John S. Pennell; “Farmers’ 
Tax Problems,” by John C. O’Byrne and Jack 
R. Miller; “Estate Planning,” by William 
P. Sutter and James C. Daubenspeck; and 
“Estate Administration,” by James W. Ash- 
ley and Addis E. Hull III. The speaker 
at the dinner in Springfield on the evening 
of December 12 is to be Representative 
Noah M. Mason. 


American Woman’s CPA’s.—The annual 
meeting of the American Woman’s Society 
of Certified Public Accountants will be held 
in Edgewater Park, Mississippi, October 
24-27. Officers to be installed for the 1957- 
1958 year include Lee Ella Costello, of 
Houston, Texas, president; and Mary J. 
McCann, of Kansas City, Missouri, first 
vice president. 


National Association of Tax Administra- 
tors.—The Revenue Estimating Conference 
of the research section of the NATA will be 
held in Chicago, October 28 and 29. 


Western States Association of Tax Ad- 
ministrators.—Headquarters for the confer- 
ence of the WSATA to be held October 
30 through November 1 in Phoenix, Arizona, 
will be at the Hotel Westward Ho. 


Birmingham Tax Clinic.—The jointly spon- 
sored Eleventh Annual Tax Clinic of the 
Alabama Association of Public Accountants 
and the Junior Bar Section of the Birming- 
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ham Bar Association will be held November 21 
and 22 at the Tutwiler Hotel in Birmingham. 


Tax Institute Symposium.—The Princeton 
Inn, Princeton, New Jersey, will be the 
scene of the Tax Institute’s Symposium on 
Income Tax Differentials to be held Novem- 


ber 21 and 22. 


Capital Gains: 
Dealer v. Investor Problems 


Following is the text of a talk presented 
by Attorney James L. Wood at a luncheon 
meeting held recently by the Los Angeles 
Bar Association Tax Committee. It is re- 
printed in full text from The Los Angeles 
Daily Journal. 


As you all know, gain realized on the sale 
of so-called “dealer” property is taxed at 
ordinary income tax rates, whereas gain 
realized on the sale of so-called “investment” 
property is taxed at capital gain rates. The 
difference in rates is quite great. In the case 
of individuals, long-term capital gain is 
taxed at a maximum rate of 25 per cent, 
but may be taxed at rates ranging down 
to 10 per cent. Ordinary income tax rates, 
on the other hand, vary from 91 per cent 
down to 20 per cent. 


Section 1221 of the Internal Revenue Code 
of 1954 states that the term “capital asset” 
means all property held by the taxpayer, 
with several exceptions. Subsection (1) con- 
tains the exception with which we are con- 
cerned. It states that “property held by the 
taxpayer primarily for sale to customers in 
the ordinary course of his trade or business” 
is not a capital asset. One who sells prop- 
erty of that type is referred to as a “dealer.” 

The same exception appears, and is re- 
ferred to, elsewhere in the Internal Revenue 
Code, notably in Section 1231, relating to 
capital gain treatment for depreciable prop- 
erty used in the trade or business. 


The language of the dealer subsection of 
the statute has remained the same since the 
Revenue Act of 1934, when the words “to 
customers” and the word “ordinary” were 
inserted. 

The regulations and rulings issued by the 
Commissioner are rarely relied on by the 
courts as aids in interpreting the statute. 
The body of law concerning the dealer- 
versus-investor problem has been built up 
by the courts. 


The phrase “to customers” has had an 
interesting history. In the early 1930's, 
speculators in the stock market were losing 
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large amounts. They argued that their 
volume of business was so great that they 
were in the trade or business of selling 
securities and that their losses were, there- 
fore, deductible in full as ordinary losses. 
In order to prevent those deductions, Con- 
gress amended the statute in the Revenue 
Act of 1934, inserting the phrase “to cus- 
tomers.” Speculators in securities trade 
through stock exchanges and have no cus- 
tomers. Thus their losses became capital 
losses. This revenue-conserving amendment 
has boomeranged, now that the market is 
rising. At the present time, a speculator in 
the stock market can engage in hundreds of 
trades each year and still report his gains 
at capital gain rates without fear of being 
treated as a dealer, because he has no 
customers, 


The courts did, however, come to the aid 
of the Treasury in the case of property other 
than securities. With respect to property 
other than securities, it has been held that 
anyone to whom the taxpayer makes a 
sale is a “customer” within the meaning of 
the statute. (Gruver v. Commissioner, 44-1 
ustc § 9293, 142 F. (2d) 363 (CCA-4); 
O. L. Burnett, CCH Dec. 10,823, 40 BTA 
605 (1939), aff'd on this issue, 41-1 ustc 
{ 9347, 118 F. (2d) 659 (CCA-5).) Thus the 
phrase “to customers” protects traders and 
speculators in securities but not those who 
buy and sell real estate or other types of 
property. 


In most cases involving property other 
than securities, the initial words of the 
exception, namely, “held by the taxpayer 
primarily for sale to customers in the ordi- 
nary course of . . .”’ can be ignored. 
One's attention can be directed solely to the 
phrase “trade or business.” If the taxpayer 
is in the business of selling, any property 
of the type which he sells is almost auto- 
matically held primarily for sale to cus- 
tomers in the ordinary course thereof. As 
was said in the case of Boomhower v. U. S., 
48-1 ustc § 9133, 74 F. Supp. 997, 1002 
(DC Iowa), “‘The sole question is—were 
the taxpayers in the business of subdividing 
If they then it 
indisputable that the property sold 


real estate? were, seems 
constituted “property held by the taxpayer 
primarily for sale to customers in the ordi- 


er) 


nary course of his trade or business 

Conversely, even if property is acquired 
for the express purpose of resale, it will, 
nevertheless, be a capital asset unless the 
taxpayer engages in enough activity to con- 
stitute the business of selling that particular 


TAXES —The Tax Magazine 


wee 





kind of property. For example, in James 
N. Fidler, CCH Dec. 19,906, 20 TC 1081, 
1094 (1953), the well-known columnist 
bought 2,000 manuscripts, scenarios and mo- 
tion picture shooting scripts for $5,000. His 
purpose was to resell them item by item 
at a profit. In 1945, however, he sold the 
whole lot for $250. In holding that the 
assets were capital assets and the loss was 
a capital loss, the Tax Court said: “He did 
not or could not any activity from 
which we can find that he engaged in the 
trade or business with respect to the literary 
properties.” 


show 


The answer to the dealer-versus-investor 
problem hinges largely on the application 
of the phrase “trade or business” to the 
particular facts. 

The term has been defined 
very broadly by the United States Supreme 
Court in a noncapital gain case. In Flint v 
Stone Tracy Company, 220 U. S. 107 (1910), 
it defined the term “business” as 
“*Business’ is a very comprehensive term 
and embraces everything about which a 
person can be employed. ‘That which 
occupies the time, attention, and labor of 
men for the purpose of a livelihood or 
profit.”” That definition is too broad to be 
of help in dealer-versus-investor cases, be- 
cause virtually all sellers of property devote 
some time and attention to a sale. 


“business” 


follows: 


The courts in capital gain cases have been 
more flexible in their definition of the term 
“business.” No court, to my knowledge, has 
attempted to lay down a definitive test. 
Instead, a variety of factors have been 
isolated and relied upon as tending to show 
whether a taxpayer is engaged in the busi- 
ness of selling, no one of which, by itself, 
is conclusive. The list of factors perhaps 
most often quoted is that of District Judge 
Graven in Boomhower v. U. S., cited above. 

The courts have enumerated the character- 
istics of that tax devil, the dealer, with great 
thoroughness. First and foremost, he en- 
gages in much activity. He spends time and 
effort in sales effort, or in subdividing and 
selling, or in fabricating and selling, etc. As 
was said in Snell v. Commissioner, 38-2 ustc 
7 9417, 97 F. (2d) 891 (CCA-5), business 
means “busyness.” If he does this work by 
hiring agents or employees or independent 
contractors, it is the same as if he did it 
himself, the courts have held. The secret of 
avoiding dealer status is complete passivity. 
A good illustration of the importance of 
remaining passive is Frieda E. J. Farley, 
CCH Dec. 15,231, 7 TC 198 (1946), acq., 
1946-2 CB 2. In that case the taxpayer 
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subdivided 
He sold 25% lots during the taxable 


made minor improvements on 
land. 


year, but he did not advertise or hire an 
agent or list with an agent. He merely 
allowed one to erect a “Sold By” sign. 


Friends made the first purchases and they 
brought other purchasers. The Tax Court 
held that the taxpayer was entitled to capital 
gain treatment saying that he “could have 
maintained a more passive role only by 
refusing to sell at all.” In other 
since he did not engage in any important 
activity, he certainly could not be in any 
business of selling. 

The next important characteristic 
of a dealer, according to the courts, is that 
he makes sales frequently, and he does so 
year after year. His turnover of property 
is rapid and he holds property for short 
periods of time. (Commissioner v. Boeing, 
39-2 ustc J 9682, 106 F. (2d) 305 (CCA-9).) 
Triers of fact may examine the years before 
and the after the taxable 
looking for this characteristic. This forces 
the tax planner to become somewhat of a 


words, 


most 


years year in 


seer. 

How much frequency and continuity makes 
one a dealer? It is impossible to say, as 
the other factors indicating the existence 
or nonexistence of a business must be con- 
sidered. In George J. Wibbelsman, CCH Dec 
17,029, 12 TC 1022 (1949), the taxpayer 
was considered to be in business, although 
he made only seven sales of land sites. 
On the other hand, in Fahs v. Crawford, 
46-1 ustc J 9147, 65 F. Supp. 13 (DC Fila.), 
aff'd, 47-1 ustc $9233, 161 F. (2d) 315 
(CCA-5), a taxpayer who sold 95 subdivided 
lots in two years was still held not to have 
engaged in the business of subdividing and 
selling. 


The courts have noted other character- 
istics of dealers. 
The transactions in which he engages 


often involve much money. (Miller v. Com- 
missioner, 39-1 ustc § 9390, 102 F. (2d) 476 
(CCA-9).) 

He acquires property for the purpose of 
resale, rather than for investment. 
J. Wibbelsman, cited above.) 
recognize, however, that the 
holding property may change. 


( Ge rge 
The courts 
purpose of 


He is not forced by circumstances to 
liquidate; rather, he sells for the purpose 
of making a profit (Frieda E. J. Farley, 
cited above; but compare Commissioner vw. 
Boeing, cited above.) 


A dealer might even admit on his tax 
return or elsewhere that he is engaged in 
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business. If so, the courts tend to 
with him. (White v. Commissioner, 
ustc § 9183, 172 F. (2d) 629 (CA-5).) 


A dealer also tends to give himself away 
by making big gains, or by permitting his 
gain to be large in relation to the income 
from the property or his other income. 
(White v. Commissioner, cited above; Greene 
v. Commissioner, 44-1 ustc J 9246, 141 F. (2d) 
645 (CCA-5).) 


Another characteristic of a dealer is that 
he replaces the property sold with similar 
property. (Estate of Douglas S. Mackall, Jr., 
CCH Dec. 14,044(M), 3 TCM 701.) 

Other factors or characteristics could be 
listed. 

It is well settled that a dealer cannot 
disguise himself as engaged in another line 
of business such as medicine. A taxpayer 
may be engaged in several businesses simul- 
taneously. 


agree 


49-1 


The courts have never revealed exactly 
how they reason from a consideration of 
this variety of factors to a conclusion. Many 
of the cases are irreconcilable on their facts. 
The question is said to be one of fact, taking 
into account all the circumstances. 

If a client asks in any but an extreme 
case whether, in your opinion, his sale will 
result in capital gain, your answer should 
probably be, “I don’t know, and no one else 
in town can tell you.” 

Take the case of Lucielle McGah, CCH 
Dec. 17,782, 15 TC 69 (1950), whose part- 
nership built 169 houses and rented them. 
It sold 14 in 1944, 31 in 1945, 12 in 1946 and 
three in 1947. The 16 Tax Court judges 
agreed unanimously that the taxpayer, through 
this partnership, was engaged in the business 
of selling and was not entitled to capital 
gain. 

The Ninth Circuit Court of Appeals re- 
versed and remanded. (McGah v. Commis- 
sioner, 52-1 ustc J 9168, 193 F. (2d) 662.) On 
remand, the Tax Court found further facts 
and again held against the taxpayer. (CCH 
Dec. 18,883, 17 TC 1458 (1952).) But on 
the second appeal, the Ninth Circuit Court of 
Appeals held that the evidence showed as a 
matter of law that the taxpayer was entitled 
to capital gain. (54-1 ustc § 9260, 210 F. 
(2d) 769.) 

As was said so inelegantly by the Tenth 
Circuit, “each case must in the end stand 
on its own bottom.” (Murray v. Commis- 
sioner, 56-2 ustc J 10,021 (CA-10).) 

In litigation there is no escape from 
studying many cases and finding favorable 
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‘Whatever the Government spends for 
people, it must previously 
take from ihe people in the 


form of taxes.’’— 
General Douglas MacArthur. 


cases with facts which resemble those in 
your case. But in day-to-day planning, the 
best rule of thumb that I have encountered 
is the test laid down in U. S. v. Chinook 
Investment Company, 43-2 ustc § 9538, 136 
F. (2d) 984, 985. The Ninth Circuit Court 
of Appeals, construing the dealer statute, 
said that a dealer is one who carried on 
“a regular business roughly comparable with 
that of a dealer in hogs or cattle or town 
lots . .. ,” and that an investor is “a person 
who acquires property for the income it 
will yield rather than for the profit he hopes 
to obtain on a resale.” 


The advice which you must give to a 
client to make him an investor will practi- 
cally bring a halt to his activity, because 
complete passivity is the watchword. Take 
real estate as an example. He should post- 
pone his proposed sale and sell later. He 
should sell his several properties as a unit 
rather than one by one. He should make no 
sales at all for a year or so if there had 
been several or many recent sales. 


Be sure that he has a vocation which 
produces other income. In the case of vacant 
real property, he shouldn’t subdivide or even 
spend money for engineering, as very little 
activity puts one in the business of sub- 
dividing and selling. (Charles Dorrance, 
CCH Dec. 15,870(M), 6 TCM 675.) He 
shouldn’t build on his property or improve 
it. If, nevertheless, he does build, he shouldn't 
build and sell; rather, he should build and 
rent and then sell. He should refrain from 
sales efforts, such as advertising, the use of 
“For Sale” signs, the employment of sales- 
men or brokers, and solicitations. He shouldn’t 
take out a real estate broker’s license. If 
there is any activity with respect to the 
property, it should be done by independent 
contractors, because the attribution of their 
activity to the taxpayer is less hurtful than 
if the taxpayer does the work himself. 


Miscellaneous suggestions are to have him 
go on record at the time of purchase, such 
as in correspondence, that the property is 
acquired for investment, to label it on the 
books of account as an investment, to go 
on record that he was forced to make the 
sale for a reason such as cash shortage, to 
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refrain from immediate reinvestment and to 
leave blank the space on the tax returns 
which asks for his vocation. 

In general, he should refrain from engag- 
ing in several or many smaller transactions. 
It is better to have only a few transactions, 
though large. 


Some words of qualification. These com- 
ments are not necessarily applicable to 
groups favored by special statutory provi- 
such as inventors (Section 1235), 
dealers in securities (Section 1236), those 
who can wait five or ten years before sub- 
dividing (Section 1237), or cattlemen (Sec- 
tion 1231(b)(3)); nor are they applicable 
to groups of taxpayers favored by the courts, 
such as speculators in securities, investors 
in oil interests, and farmers. Similarly, groups 
especially disfavored by statute, such as 
composers and authors (Section 1221(3)), 
have even worse problems of their own. 


sions, 


The dealer-versus-investor problem may 
perhaps best be avoided or alleviated through 
the use of entities. 


One plan might be called the “conversion” 
technique. The nature of the property can 
be converted from dangerous property, such 
as real estate, to innocent property, such as 
shares of stock in a corporation or interests 
in partnerships. The property can be con- 
tributed to such a newly formed entity in 
a tax-free exchange. The interest in the 
entity, rather than the property, will then 
be sold. The taxpayer is then in a position 
to claim that he is entitled to capital gain 
as he is not a dealer in shares of stock or 
interests in partnerships. 


Such a move is not, however, without its 
dangers. The corporation might be a col- 
lapsible corporation, making it necessary to 
hold the shares for more than three years 
(Section 341). The partnership might be a 
collapsible partnership if the gains are too 
large (Sections 741 and 751). If not handled 
correctly, the transaction may be set aside 
for tax purposes as a sham. (Jacobs v. Com- 
missioner, 55-2 ustc J 9555, 224 F. (2d) 412 
(CA-9).) The organization and financing of 
such entities will be taken into account in 
determining whether the taxpayer is en- 
gaged in the business of dealing in the prop- 
erty in question. (Queensboro Corporation, 
CCH Dee. 12,533, 46 BTA 1216 (1942), aff'd, 
43-1 ustc J 9373, 134 F. (2d) 942 (CCA-2).) 
3ut such evidence is not as hurtful as deal- 
ing in the property itself. 


Another plan might be called the “pass 


the buck” technique. 


Tax-Wise 


A taxpayer who is 


close to becoming a dealer might create a 
new entity and realize his gain by making 
a sale to it, instead of to a third party. He 
could form a corporation and sell the prop- 
erty to it in an amount equal to its fair 
market value and realize his gain at that 
time, claiming it to be capital gain because 
no sales effort was required. (Compare Sun 
Properties, Inc. v. U. S., 55-1 uste J 9261, 220 
F. (2d) 171 (CA-5); but compare Section 
1239.) The same step can be taken by means 
of a sale to a limited partnership in which 
the taxpayer is a limited partner owning 
less than 80 per cent interest. (Section 707.) 
When the corporation or partnership ac- 
quires the property, that entity can then 
engage in sales effort and make the sale to 
a third party with little or no gain or loss 
The business of a corporation is not the 
business of its shareholders. (Burnet v. 
Clark, 3 ustc ¥ 1010, 287 U. S. 410 (1932).) 
Since the business of a general partnership 
is, however, the business of the partners, a 
limited partnership, rather than a general 
partnership, is used, to strengthen his posi- 
tion. Like the plan first described, this plan 
is not without dangers and should be carried 
out with care. The final result is that 
“buck,” namely, development or sales activ- 
ity, is carried on by another entity, and the 
chances of realizing capital gain may be 
enhanced. 


The use of a trust should not be over- 
looked. (Compare Helen J. M. Schwerin 
Trust, CCH Dec. 20,203(M), 13 TCM 202.) 


A most spectacular variation of the “pass 
the buck” technique is the use of a so-called 
friendly stranger. Suppose that the taxpayer 
has vacant property suitable for subdivision. 
If he subdivides the property himself or 
hires someone else to do it for him, his gain 
will most certainly be treated as ordinary 
income. It might be possible for him to find 
a developer who is not related but who is 
still quite friendly to him. The property 
could then be sold to the stranger at a high 
price measured by a formula based on the 
resale price. The price would be so high 
that the profit of the developer, after de- 
velopment and resale, would be about the 
same amount as his fee would have been 
if he had been employed to do the develop- 
ment. The proceeds of sale can be deferred 
and made payable at the time when the 
property is resold by the friendly stranger. 
The friendly stranger can be an individual 
or a corporation or a partnership controlled 
by him. This plan is in current use. It finds 
considerable support in the cases. (Compare 
Isaac S. Peebles, Jr., CCH Dec. 14,536, 5 TC 
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r( 


14 (1945), acq., 1945 CB 6; C 
Fahs, cited above; Martin v. U. S 
§ 9204, 128 F. Supp. 576 (DC 
aff'd, 56-1 ustc § 9259, 230 F. 
(CA-7); Frederick W. Flato, 

21,169(M), 14 TCM 853.) 


IL, 1954), 
(2d) 106 
CCH Dec. 


If the dealer activity of the taxpayer is 
too great, he may be well advised to admit 
defeat. His tax burden can be cut down 
through the use of multiple corporations, as 
is now commonly done by real estate sub- 
dividers. He could still retain isolated parcels 
of real property and hope for capital gain 
as to those. 


Incidentally, the vagueness of the dealer- 
versus-investor distinction may be used as 
a means of financing. If there is any shred 
of evidence in support of a capital gain 
contention, capital gain can be reported on 
the tax return, probably without committing 
fraud. The amount in dispute will be paid 
years later, at the end of litigation. In the 
meantime the taxpayer enjoys the use of the 
money, at 6 per cent per annum. But per- 
haps the thought is an unpatriotic one. 


This concludes my 
devils and the angels. 


remarks about the 


Tax Effect to Client 
of Legal Fees Paid 


A legal expense paid or incurred as a 
result of some business transaction, or made 
primarily to preserve existing business, reputa- 
tion and good will, is ordinarily deductible. 
These tests are substantially the same as 
those for business expenses generally, and 
would preclude a deduction (currently) for 
a legal expense incurred in the acquisition 
of good will or other capital asset. It is 
not necessary that litigation be involved, 
and success or failure of the taxpayer in 
establishing its contention usually does not 
affect deductibility. However, an expense 
resulting partly from business activities and 
partly from nonbusiness activities (as in the 
case of a settlement of claims involving 
both a corporate business and its controlling 
stockholders’ individual liabilities) may be 
disallowed in full if there is no basis for 
apportioning the expense. 


If legal expenses are purely personal, 
however, they are not deductible. Of this 
nature are legitimate expenses incurred solely 
in connection with the marital difficulties of 
a husband and wife. Nevertheless, even such 
expenses have been held to be deductible as 
expenses incurred to conserve and maintain 
a taxpayer’s income-producing property. 
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These federal holdings give general rules 
as to the deductibility of legal expenses. 

An attorney’s compensation is ordinary 
income to him. But the fee may have one 
of several tax consequences to the client. 
Looked at from the client’s income tax 
aspect, the fee may be (1) a wholly deduc- 
tible expense, (2) a nondeductible expense, 
(3) a capital expenditure, which may or 
may not be subject to depreciation or amort- 
ization, or (4) deductible as a casualty loss. 

Louis M. Brown neatly summarized this 
topic and gave specific guides to the general 
practitioner in a talk before the Beverly 
Hills Bar Association on February 9, 1956. 
In his talk and in the accompanying chart, 
Mr. Brown, a partner in the Los Angeles 
law firm of Irell & Manella, shows the in- 
come tax effects of the lawyer’s fees on his 
client-taxpayer. 

All the lawyers of his acquaintance, said 
Mr. Brown, use the cash method of account- 
ing. So the fee is income when received 
regardless of the time it is billed. Personal 
clients are likely to use the cash method, but 
most business clients use an accrual method. 
Under the accrual method, the fee is usually 
taken into account by the client in the fiscal 
year in which it is billed, whether or not 
it is then paid. Lega! services on a single 
matter can extend over several years. As- 
sume that the item is deductible and that 
the attorney does not bill until the services 
are completed—must (or can) the client set 
up an accrual on his books annually for the 
services rendered in that year? I do not 
mean to suggest, Mr. Brown said, that fee 
billing to an accrual client is always con- 
trolling, but accrual clients should realize 
that the lawyer is tax planning for them 
when he bills annually for work performed 
during the year. Cash method clients can 
take the fee into account only in the year 
of payment. 

Tax law sometimes imposes seemingly 
artificial distinctions. There is a distinction, 
said the Second Circuit in Mills Estate, Inc. 
v. Commissioner, 53-2 ustc § 9525, 206 F. 
(2d) 244, between the legal charge for alter- 
ing the capital structure, which must be 
capitalized, and the charge for effecting a 
cash distribution, which is deductible. Other 
tax cases have allowed an allocation even 
where the bill failed to allocate. 

Mr. Brown believes that both attorney 
and client should be mindful of the validity 
of preventive law. Some precautionary meas- 
ures in the preparation of fee statements 
may prevent unnecessary (and even unsuc- 
cessful) tax litigation. 
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When a lawyer takes on a legal matter, 
he ordinarily knows at the outset what tax 
effect his fee will have on his client. 
sionally, however, he can know the tax 
effect of the fee only after services are com- 
pleted, or at least under way. Deductibility, 
oddly enough, may sometimes depend on 
failure. If a business client wants to be 
come a tenant of business property, the fee 
is capitalized if he makes a lease, and de- 
ductible if he cannot make the deal. 

The person who pays the fee (for ex- 
ample, a father) may not be the client (who 
may be his son), with the result that the 
deduction is completely lost. The lawyer 
can practice a little tax planning for his 
client by making certain that deductible fees 
are paid by the taxpayer who can have the 
benefit of the deduction. 


Occa- 


The “kinds of legal services” in Mr. Brown's 
chart are divided into categories familiar to 
the general practitioner. The “case or refer- 
ence” is the decision or ruling with respect 
to the services described. The “tax result” 
is the income tax result reached in the deci- 


sion or ruling. “D” means that the client- 
taxpayer was permitted a deduction for the 
legal fee; “ND” that the client-taxpayer 
could not deduct; and “C” that he was re- 
quired to capitalize the cost of legal serv- 
The tax treatment of 
(whether it is subject to depreciation or 
amortization or other tax 
not considered in 


ices. capitalizing 
consequence) is 
the chart. 

The quoted “remarks” are from the par- 
ticular case or ruling cited. 

The chart, being arranged in familiar cate- 
gories, should give ready answers to many 
situations. While the chart, in confining the 
situations to actual seeks to be 
authoritative, a word of caution is indicated. 
It only briefly describes the nature of 
the legal services and refers scantily to the 
client’s tax background; it does not indicate 
whether the case establishes a general prin- 
ciple or decides only the facts presented and 


decisions, 


gives no picture of the changing tax scene 
on many matters. The author intends it as 
a rule-of-thumb tool rather than a refined 
and detailed analysis of the matters illustrated. 


FAMILY MATTERS 








Divorce—Property Settlement 





Kind of Legal Service 


Case or Reference 


Tax 


Result Remarks 





Defending Mr. Howard in 
his former wife's suit for 53-1 ust¢ 
alimony. Mr. Howard lost (2d) 28 (CA-9). 
(27 Cal, (2d) 319 (1945)). 





Obtain increase in _ ali- Elsie B. 


mony for divorced wife. 





Obtain increase in ali- 
mony for divorced wife. Dec. 
(1949). 


17,262, 13 





Mr. Baer paid his wife's Baer v. 
attorney's fees in a di- 52-1 ustc { 9310, 
vorce case. (2d) 646 (CA-8). 


Howard v. Commissioner, 
7 9213, 202 F. ND 


Gale, CCH Dec. 
17,261, 13 TC 661 (1949). 


Barbara B. LeMond, CCH 


Commissioner, ND 
196 F. 


The fee paid was not for ‘‘the 
management, conservation, or 
maintenance of property held for 
the production of income."’ 


“The legal expense incurred and 
paid by petitioner incident to the 
action was ‘necessary’ for the 
production and collection of in- 
come . it was also ‘ordinary’."’ 


ND Where the alimony was not tax- 
670 able income. 


“That payment could scarcely be 
called alimony.”’ 





Baer  v. 
52-1 ustc { 9310, 
(2d) 646 (CA-8). 


Mr. Baer paid his attor- 
ney in a divorce case. 





Suit for separation, 
vorce. 


Dec. 
(1927). 


2889, 


Commissioner, 
196 F. 


Frank G. Robins, CCH 
8 BTA 523 


‘‘Mrs. Baer . [could] cause a 
break up of petitioner's holdings 
.. . the prevention of this threat 
had to do . with the conserva- 
tion and maintenance of income- 
producing property.” 


Attorney's fees were not ‘‘ordi- 
nary and necessary expenses of 
the business in which petitioner 
was employed.”’ 





Tax-Wise 











Tax 
Kind of Legal Service Case or Reference Result Remarks 


Custody of Children 








Contempt proceeding re- Sanford H. E. Freund, “ . . the expenses in question 
garding child custody. CCH Dec. 18,348(M), 10 ND were not incurred by petitioner in 
TCM 514 (1951). carrying on a trade or business.’’ 





Incompetency 


To obtain release of in- Eugene E. Hinkle, CCH 

competent Dec. 12,828, 47 BTA 670 
(1942). 

Defense of suit to com- Crocker v. Burnett, 62 F. 

mit (2d) 991 (DC of D. C., 
1933). 

















Guardianship Matters 





Adoption proceedings by Frederick C. Bartholo- 
aunt. Appointment of mew, CCH Dec, 14,241, 4 “The litigation [which he was 
guardian. Removing guard- TC 349 (1949). defending] sought to strip him of 
ian. Defense against suit D his property, which his returns 
by parents Injunction show was producing income.”’ 
against parents from har- (1954 Code Sec. 212.) 

assing taxpayer 


TORTS 








Personal Torts 
Defense of auto negli- W. 8S. Dickason, CCH 

gence, personal use of Dec. 6240, 20 BTA 496 ND 
personal car. (1930). 








“The evidence does not show that 
Defense by corporation of San-Knit-Ary Textile Mills, any legal liability was imposed 
its president in auto neg- Inc., CCH Dee. 6794, 22 ND [or claimed] on petitioner’’ (N.B. 
ligence case. The corpo- BTA 754 (1931). Whether cost of defense was 
ration was not sued. additional compensation was not 
urged by taxpayer.) 





Amounts received for damages for 
Suit by plaintiff for dam- personal injuries are not included 
ages for personal bodily in gross income. (1954 Code Sec. 
injuries 104.) Expenses allocable to such 
wholly exempt income are not de- 
ductible. (1954 Code Sec. 265(1).) 








Plaintiff's suit for defa- Robert E£. Kleinschmidt, ‘The expenditures were not made 
mation occurring during CCH Dec. 16,998, 12 TC ND as an incident to earning a 
political campaign. 921 (1949). living.’’ 








“The expenses incurred in the 
President of corporation Lloyd v. Commissioner, 3 prosecution of the slander suit 
sued to protect his busi- ustc § 873, 55 F. (2d) 842 ND were not ordinary and necessary 
ness reputation. (CCA-7, 1932). expenses incurred in carrying on 
his business.’’ 





Defense of suit for mal- S. M. 4078, V-1 CB 226 
practice. (1926). 





“If the farm was rented, the 
Defense of farmer for al- oD Say, SS CR oe amount so paid [for legal fees] 
leged negligence to his (1921). D is deductible as a business ex- 
tenant. pense incident to the earning of 
the rent.”’ 
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Kind of Legal Service 


Defense of suit for wrong- 
ful taking of personal 
property used in taxpay- 
er’s business. 
Pursuing a claim and de- 
livery action 


Securing return of prop- 
erty from Alien Property 
Custodian. 


Suit to recover shares al- 
legedly taken under duress 


California suit to recover 
fraudulently appropriated 
property. Theft under 484 
Penal Code. 


Suit for alleged unfair 
competition and unlawful 
use of plaintiff's name 
Case settled 


Protecting 
trademarks. 


taxpayer's 


Suit against 
fringers 


patent in- 


Defense of suit for fraud 
against corporation. Suc- 
cessful defense. 


Defense of gambler where 
gambling is a crime. 


Case or Reference 


Business Torts 


A&A Tool & Supply Com- 
pany, CCH Dec. 16,980(M), 
8 TCM 473 (1949). 


B. F. Crabbe, CCH Dec. 
21,403(M), 14 TCM 1305 


(1955). 


A. R. R. 2318, II-1 CB 82; 
O. D. 1048, 5 CB 127. 


Thomas A. Kane, CCH 
Dec. 15,657(M), 6 TCM 


222 (1947) 


Vincent v. Commissioner, 
55-1 ustc § 9162, 219 F 
(2d) 228 (CA-9) 


Food Fair of 
Inc., CCH Dee 
TC 1089 (1950) 


Virginia, 
17,670, 14 


Mark W. Allen & Com- 
pany, CCH Dec. 13,126(M), 
1 TCM 887 (1943) 


A. R. R 
(1920) 


98, 2 CB 105 


Kanne v. American Fac- 
tors, Ltd., 51-1 ustc § 9357, 
190 F. (2d) 155 (CA-9). 


Remarks 


the $75 item of expense can 
not reasonably be viewed as a 
capital expenditure." 


“These legal fees had a direct 
relationship to the business ac- 
tivities of'’ the taxpayer. 


Additional cost of property 


the expense is analogous 
to legal expenses incurred defend- 
ing or clearing title to property." 


“It was the plain purpose of the 
enactment [see 1945 Code Sec 
165] that collateral loss by theft 
need not be capitalized as part of 
the purchase price of the prop- 
erty. . However, it seems clear 
that the costs of recovery are 
losses of property from theft.” 


Since in substance the attorney's 
fee was a cost of defending or 
perfecting title to property, it 
was not an allowable deduction.’ 


“The cost of defending or per- 
fecting title to property consti- 
tutes a part of the cost of the 
property and is not a deductible 
expense.”’ 


amounts expended by this 
corporation after it secured the 
patent are not a part of the cost 
of the property for the reason 
that such amounts do not add to 
or prolong the life of the prop- 
erty in question and can not be 
considered an improvement or 
betterment.’’ 


‘Taxpayer is an Hawaiian corpo- 
ration and the cases show that 
fraud in the acquisition of assets 
is not an extraordinary occur- 
rence.’ (Curious comment by the 
court implying that less taxes 
are payable in a dishonest, than 
in an honest community.) 








Corporation defending its 
president, indicted for 
and found guilty of rape. 


CRIMINAL MATTERS 





C. W. Thomas, CCH Dec. ND 
18,375, 16 TC 1417 (1951). 





Pantages Theatre Com- 
pany v. Welch, 4 vust¢ 
91295, 71 F. (2d) 68 
(CCA-9, 1934). 


(No evidence that these attorney's 


fees were treated as additional 
compensation to president of cor- 
poration.) 





Tax-Wise 
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Kind of Legal Service 


Unsuccessful attempt to 
set aside a postal fraud 
order. Taxpayer was mail- 
order dentist 


Tax 
Case or Reference Result 


Remarks 





Leading case. “*. . . to allow the 
deduction of respondent's litiga- 
gation expenses would not frus 
trate the policy of these statu‘« 

Commissioner v. Hein- {Post Office Depariment _stat- 

inger, 44-1 ustc § 9109, 320 utes]; and to deny the deduction 

U. S. 467 (1943). would attach a serious punitive 
consequence to the Postmaster 
General's finding which Congress 
has not expressly or impliedly in- 
dicated should result from such 
a finding.”’ 





Various actions involving 
gambling ship Rez. 


Partnership pays for de- 
fense of a partner in- 
dicted for murder. 


Alleged violation of Cali- 
fornia Corporate Securi- 
ties Act Successful de- 
fense 


Defense of court martial 
proceedings Successful 
defense 


Legal services rendered 
before criminal _ indict- 
ment for tax fraud was 
obtained 





Fees ‘‘connected with the defense 
Anthony C. Stralla, CCH . . . Of suits bottomed on the 
Dec. 16,110, 9 TC 801 unlawful operation of gambling 
(1947). ship Rex.'’ (Apparently even if 

the legal defense is successful.) 





the incident [murder] giv- 
ing rise to the expenditures was 
B. W. Sturdivant, CCH not within the business of the 
Dec. 17,900, 15 TC 880 partnership.’’ (A frisky remark 
(1950). which should not be relied upon 
even by one engaged in the busi- 

ness of murder.) 





William CC. Kottemann, 
36-1 wustc § 9097, 81 F. 
(2d) 621 (CCA-9) 





“The Tax Court was of opinion 
that petitioner was engaged in 
Howard v. Commissioner, the trade or business of being an 
53-1 ustc § 9213, 202 F. officer and that if he had been 
(2d) 28 (CA-9). convicted he would have been 
discharged from the trade or 
business."’ 





Hymie Schwartz, ‘No deduction is claimed for the 
Dec. 20,427, 22 TC fees of the attorney who handled 
(1954). the criminal trial.’’ 





BUSINESS MATTERS 





Organizing a corporation. 


Corporation—Stockholder 


Tinker Pe Sons ‘Company, 
CCH Dec. 295, 1 BTA 799 c 
(1925); 1945 Code Sec. 248. 








Securing control of corpo- 
rate stock between tax- 
payer and sons of de- 
ceased brother. Settled. 


Statutory merger of 16 
corporations. 


. attorney's fees in acquiring 
Dwight W. Williamson, practically the ownership or con- 
CCH Dec. 5545, 17 BTA c trol of a corporation and the con- 
1112 (1929). sequent management thereof con- 
stitute a capital investment.’’ (Cf. 
1954 Code Sec. 212.) 





‘‘Nor could there by an allocation 
of fees between plans that failed 
(which fees might be deductible) 
Libson Shops v. Koehler, c and those fees incurred for suc- 
- F. Supp. — (Mo., 1955). cessful plans (capital expendi- 
ture) in the absence of substantial 
evidence on which to base a find- 
ing of division on fact."’ 
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Kind of Legal Service 


Representing plaintiff in 
successful stockholder's 
suit. Settled. 


Defending corporation (tax- 
payer) and its officers 
against suit for transfer 
of shares based on con- 
tract made by its presi- 
dent. 


Tax 
Result 


Case or Reference 


Pennroad Corporation, CCH c 
Dec. 20,241, 21 TC 1087 
(1954) 


Standard Galvanizing Com- 
pany v. Commissioner , 53-1 

{ 9257, 202 F. (2d) 
(CA-7). 


UST¢ 
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Successful defense of cor- 
poration in suit by minor- 
ity stockholders alleging 
conspiracy in sale of as- 
sets for low price. (Cal- 
ifornia case.) 


Matson Navigation Com- 
pany, CCH Dec. 7156, 24 
BTA 14 (1931) D 





Defense of state antitrust 
suit. Settlement and con- 
sent judgment against 
taxpayer 


of suit for ac- 
Defense success- 


Defense 
counting 
ful. 


Defense of suit for ac- 
counting. Not successful 
defense. 


Advising a partnership not 
to incorporate. 


Collection of debt. 


Solution of taxpayer's cred- 
it problems. 





Tax-Wise 


Longhorn Portland Ce- 
ment Company, CCH Dec 
13,747, 3 TC 310 (1944), 
rev'd on other issues, 45-1 
ustc § 9242, 148 F. (2d) 
276 (CCA-5). 


represented 


Remarks 


‘“‘Having found in the case at bar 
that the [$15,000,000] settlement 
recovery of capital 

the expenses paid were 
of a capita! nature."’ 


“We believe 
item clearly 
ordinary and 
expenses.”’ 


the facts 
within the 
necessary 


bring this 
scope of 
business 


‘*Their response to the threatened 
destruction of their business 

by defending by all available le- 
gal means by incurring at- 
torney’s fees was ordinary and 
necessary expense of carrying on 
a trade or business 





Partnership Matters 


Meldrum & Fewsmith,Inc., c 
CCH Dec. 19,801, 20 TC 
790 (1953) 


Kornhauser  v. 
ustc § 284, 
(1928) 


Suckow Borax Mines Con- 
solidated, Inc., CCH Dec 
19,797(M), 12 TCM 786 
(1953). 


Francis A. Parker, CCH 
Dec. 15,135, 6 TC 974 
(1946) 


Creditor-Debtor Problems 


E. 8S. Briant, CCH Dec. D 
2293, 6 BTA 651 (1927) 


Meldrum & Fewsmith,Inc., 
CCH Dec. 19,801, 20 TC 
790 (1953). 


must be classified as a capi- 
tal expenditure.”’ 


‘We think it is obvious that the 
expenditure is not a loss it 
was an ordinary and necessary 
expense since a suit ordinarily re- 
quires the employment of counsel 
and payment of his charges.” 


“The rule is that legal expenses 
incurred in a defense of a suit for 
an accounting are deductible as 
ordinary and necessary business 
expenses Therefore petitioner 
erred in urging that they can be 
capitalized.’ (It is unusual for 
taxpayer to seek to capitalize an 
expenditure which is deductible 
as an expense.) 


‘We think the expenditure is de- 
ductible as an ordinary and nec- 
essary business expense by the 
partnership.’’ 


in connection with the col- 
lection of a debt which arose out 
of an ordinary business transac- 
tion.”’ 





Kind of Legal Service 


Case or Reference 





Bankruptcy, defense of in- 
voluntary petition. 


77B reorganization. 





Defense by employer of 
suit on employment con- 
tract. 


Suckow Borax Mines Con- 
solidated, Inc., CCH Dec. 
19,797(M), 12 TCM 786 
(1953). 





Bush Terminal Buildings 
Company, CCH Dec. 15,382, 
7 TC 793 (1946). 





Employer-Employee 





Atwater & Company, Inc., 
CCH Dec. 16,240, 10 TC 
218 (1948). 





‘‘We have held over a long period 
of time that expenses of organiz- 
ing or reorganizing corporations 
are capital expenditures which are 
not deductible as business ex- 
penses.”’ 


“The very essence of the litiga- 
tion was Steinbugler’s [employ- 
ee's] effort to enforce an employ- 
ment contract. . . Title to the 
stock was involved only incident- 
ally. 





WILL CONTESTS 








Seeking to construe will 
so as to be a legal heir. 


Marion Beck, CCH Dec. 
17,933, 15 TC 642 (1950). 





To defend claim made 
that testator lacked testi- 
mentary capacity and ca- 
pacity to make certain 
inter vivos gifts. Claim 
settled. 





Petitioner claiming one 
sixth of trust income 
against defense that she is 
entitled to only one eighth. 


E. W. Brown, Jr., CCH 
Dec. 19,261, 19 TC 87 
(1952). 


Stella EB. Tyler, CCH Dec. 
14,948, 6 TC 135 (1946). 





‘Petitioner here paid legal fees 
in attempting to get the property 
—not to manage what she had."’ 


“If pressed to a successful con- 
clusion in the courts, it [the 
claim made] would, in all prob- 
ability, have caused both the will 
and the gifts to be declared in- 
valid. Such a result was a real 
threat to petitioner's title to prop- 
erty owned or in expectation."’ 


“It [the legal fee] was directly 
connected with income currently 
distributable to petitioner.’’ (See 
1954 Code Sec. 212.) 





REAL PROPERTY 





Title Protection 





Defense of litigation in- 
volving taxpayer's title to 
oil rights. 





Porter Royalty Pool, Inc. 
v. Commissioner, 48-1 ustc 
$9172, 165 F. (2d) 933 
(CCA-6). 


. cost of defending or protect- 
ing title to property constitutes a 
part of the cost of the property 
and is not deductible expense."’ 





Condemnation 





Defense of condemnation. 
Condemnation award made. 


Johnson & Company v. 
U. 8., 45-2 ustc J 9338, 149 
F. (2d) 851 (CCA-2). 


. allowing fees and expenses 

. to be deducted as a capital 
expenditure from the total award 
in order to determine the taxable 
gain.’ 


‘Similarly it would seem that if 


Successfully resisting con- 
demnation. Taxpayer in 
real estate business. 


L. B. Reakirt, CCH Dec. 
8448, 29 BTA 1296 (1934). 
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court action were necessary to 
oust a trespasser and a lawyer 
were employed to eject him, the 
fee paid would be a comparable 
business expense."’ 
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Kind of Legal Service 


Tax 
Resu!t 


Case or Reference 


Remarks 





Liens 





Toobtainremoval of liens. 


Shaw-Hayden Building 
Company, CCH Dec. 5778, 
18 BTA 949 (1930). 





Defending hotel 
against mechanics’ 
foreclosure. 


owner 
lien 


“It is difficult to conceive of ex- 
penditures more clearly of a cap- 
ital nature than those entailed in 
a process of perfecting or clearing 
the title to property.” 





Lena G. Hill, CCH Dec. 
3019, 8 BTA 1159 (1927). 


‘In this case we agree with the 
petitioner that the amounts were 
not capital expenditures. The at- 
torney’s fee of $1,000 was paid 

. to establish petitioner's legal 
liability to pay the debts for ma- 
terial incurred by the contractor."’ 





Leasehold 





Tenant defending his lease- 
hold interest. 


Bush Terminal Buildings 
Company v. Commissioner, 
53-1 ustc J 9392, 204 F. (2d) 
575 (CA-2). 


, the expense was a cost in- 
curred in defending title to prop 
erty. Such a cost. . . constitutes 
a part of the cost of the property 

. and applies to defense of a 
leasehold interest."’ 





Successful efforts to be- 
come a tenant of business 
property. 


Watson P. Davidson, CCH 
Dec. 7827, 27 BTA 158 
(1932). 





Unsuccessful efforts to be- 
come a tenant of business 
property. 


Watson P. Davidson, CCH 
Dec. 7827, 27 BTA 158 D 
(1932). 





MISCELLANEOUS 





Movie writer obtaining le- 
gal advice regarding his 
appearance before Con- 
gressional committee. 


Waldo 
18,943, 


Salt, CCH Dec. 
18 TC 182 (1952). 


“It is not essential to the deducti- 
bility of attorney's fees that there 
be litigation. Legal services are 
frequently required in forums other 
than courts, and also advice of at- 
torneys as to legal rights and pro- 
cedure is often necessary. The 
vital test as to deductibility is 
whether the services of an attor- 
ney are required in a matter di- 
rectly connected with his business. 
The facts in the instant case meet 
that test.”’ 





Obtaining, for obligor, re- 
duction in rate of interest 
on note. 


Bernard Volk, Jr., CCH 


Dec. 19,482(M), 12 
184 (1953). 


TCM ND 


“It reduced his obligation but was 
not an ordinary and necessary ex- 
pense paid for the production of 
income."’ 





Defending suit toestablish 
the ownership of a busi- 
ness. 


Samuel Cohen, CCH Dec. 
21,208, 24 TC 957 (1955). 


“The law is clear that legal fees 
and litigation expenses paid to de- 
fend one’s title to property are 
capital expenditures to be added 
to the cost of the property.”’ 





Retainer to handle mat- 
ters with Ohio Liquor 
Board by taxpayer in li- 
quor business. 


Joseph H. Scobell Estate, 
CCH Dec. 12,871, 48 BTA 
971 (1942). 


. the amount was reasonable 
and no part was paid for political 
influence.”’ 





Tax-Wise 











Kind of Legal Service 


Case or Reference 


Tax 
Result 





Patent applications and in- 
terference proceedings. 


Hazeltine Corporation v. 
Commissioner, 37-1 ust 
79219, 89 F. (2d) 513 
(CCA-3). 





Successful suit to obtain 
royalties for use of inven- 


Lester P. Barlow, CCH 
Dec. 13,218(M), 2 TCM 133 


c 





tion. (1943). 
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to exempt purposes. (Solheim Lutheran Home 
v. County of Los Angeles, California District 
Court of Appeals, Second District, Division 
One, July 25, 1957.) 


Governor calls special session.—A special 
session has been called by the Governor 
of Oregon to convene October 28 to cut 
property taxes by $5 million and income 
taxes by $6 million on 1957 income. 


Oregon Bar Recommends 
Uniform Statutes 


In its annual progress report, the taxation 
committee of the Oregon State Bar Asso- 
ciation made five recommendations incorpo- 
rating the general premise that uniformity 
between state and federal tax statutes is 
desirable as far as it can be accomplished 
without serious loss of revenue. The recom- 
mendations are: 

(1) The Oregon income and excise tax 
laws should be amended to achieve com- 
plete uniformity and consistency between 
state and federal provisions relating to cor- 
porate organizations and reorganizations, 
except to the extent that allowance must 
be made for basic differences between the 
two taxing systems, such as the favored treat- 
ment given capital gains under the federal 
code and the special rules required for state 
purposes in dealing with the allocation of 
income between Oregon and other states. 

(2) Sections similar to those of the In- 
ternal Revenue Code of 1954 concerning 
partners and partnerships (Subchapter K), 
except the sections dealing exclusively with 
capital gains and losses, should be adopted 
by the Oregon legislature. 

(3) After the Congress in its next session 
shall have had an opportunity to act upon 
whatever proposals may be made to amend 
the corporate organization and reorganiza- 
tion and partnership provisions of the fed- 
eral statutes, the committee on taxation should 
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prepare drafts of the legislation recommended 
in this report and submit them to the bar at 
its 1958 meeting. 


(4) Further study should be made of the 
nonrecognition of gain or loss section of 
Subchapter C of the Internal Revenue Code 
of 1954 in addition to those relating to cor- 
porate organizations and reorganizations, 
with the view of conforming Oregon law to 
such federal nonrecognition of gain or loss 
provisions. 


(5) The study of Oregon ad valorem 
assessment and equalization procedure should 
be continued in 1958; and a full report 
should be made concerning the same, sup- 
plemented by drafts of such proposed legisla- 
tion as may be recommended by the committee. 


Four uniform acts were studied during 
the last year by the committee on uniform 
state laws of the Oregon State Bar Associa- 
tion and extensive drafts of proposed uni- 
form legislation were presented. 


The committee said that there was no 
pressing need for a uniform adoption act 
and that the proposed act was no improve- 
ment over the present adoption laws. 


Passage of the uniform arbitration act 
was favored by the committee but with the 
provision that it have further study. A final 
report will be made at the 1958 meeting. 


Because of the scope of the provision for 
uniform rules of evidence, the committee 
this year was only able to acquaint itself 
with its provisions. Further study is recom- 
mended and a final report will be submitted 
next year. 

Because several bills touching on provi- 
sions of the postconviction procedures act 
were before the 1957 legislative assembly 
(though none passed), the committee de- 
layed this proposal. The act will be consid- 
ered by the committee next year and should 
be reviewed jointly with the committee on 
habeas corpus. 
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FEDERAL TAX CALENDAR 


November 11 (November 10 is a Sunday)— 
Quarterly taxes withheld by 
employers and of excise taxes collected, 

for quarter ended September 30, 1957, 
where timely monthly 
made with authorized depositary 


720, 941. 


return of 


were 
Forms: 


deposits 


November 15— 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages, (2) employ- 
ees’ tax withheld under Section 3102 
and (3) employer’s tax under Section 
3111 where, during the preceding month, 
the aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3), above, he will make a 
separate computation for this group to 
determine whether the $100 minimum 

(Regulations 120, 
Form 450 (depositary 


has been exceeded. 
Section 406.606.) 
receipt). 

Due date, by general extension, of returns 
for year ending May 31 in the case of 
(1) foreign partnerships, (2) foreign 
corporations which maintain an office 
or place of business in the United States, 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of accounts abroad, (4) 
domestic corporations whose principal 
income is from sources within the pos- 

United States and (5) 

American citizens residing or traveling 

abroad, including persons in the mili- 

tary or naval service on duty outside the 

United States. (Code Sections 6081 and 

6151; Regulations 118, Section 39.53-3 


sessions of the 


a).) Forms: (1), Form 1065; (2)-(4), 
Form 1120; (5), Form 1040. 


Monthly 


holders and of officers 


information return of stock 
and directors ot 
foreign personal holding companies due 
for the preceding month (Code Sectior 
6035). Form 957 
Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 


all stamps purchased 


during the pre- 
ceding month, with statement 
stamps on hand at beginning and end 


showing 


of such month and stamps sold during 
that month. Payment also due for pro- 
stamps sold during 
preceding month. (Regulations 71, Sec 


tion 113.142.) 


ceeds of sales of 


December 2 (November 30 is a Saturday)— 
Due 


eXCIs¢ 


date for payment of the following 
taxes for October to an author- 
ized depositary, if such taxes reportable 
for October $100: 
safe deposit 
oil by pipe 
radio and cable messages and services; 


exceeded taxes on 


boxes; transportation of 


line; telephone, telegraph, 


transportation of admissions, 


dues and initiation fees; 


persons, 
gasoline, lubri 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 
Form 537 (depositary receipt). 


proce SsSIng or 


Due date of federal use tax return and 
payment of tax on highway motor ve- 
hicles, if first use occurred in October, 
1957. (Regulation Sections 41.6011(a)-1, 


41.6071(a)-1.) Form 2290. 





A Quartet of Stars 
»+ each “tops in its Field! 


STANDARD FEDERAL TAX REPORTS—New law, old law—for 
the man who must have everything concerning federal taxes affecting busi- 
ness and individual taxpayers. Week in, week out, the Standard’s informative 
issues rush to subscriber complete details on every twist and turn of pertinent 
federal tax law, as it breaks. Featured are authoritative full texts of laws, 
regulations, rulings, court decisions, forms and related facts and information 
—all explained and tied into the over-all picture with helpful, understandable 
editorial comments. Subscription includes 9 “bring-you-up-to-date” 
Compilation Volumes and current bound volumes of U. S. Tax Cases. 


FEDERAL TAX GUIDE REPORTS—Edited and produced particu- 
larly for Tax Men who must stay abreast of unfolding developments concern- 
ing the federal income taxes of the average taxpayer, the ordinary corporation 
or individual. Swift weekly issues provide quick access to essential facts 
and information—changes in statutes, amendments, regulations, decisions, 
official rulings, and the like. Subscription includes two loose leaf Compila- 
tion Volumes with pertinent law texts, income tax regulations, rulings, 
decisions, explanations, examples, charts, tables, check lists. 


STATE TAX REPORTS—Tax Men everywhere welcome the special 
assistance of CCH’s State Tax Reports. Forty-eight states and the District 
of Columbia are each individually covered in separate reporting units. Swift, 
accurate, convenient, the informative regular “Reports” for each unit 
keep pertinent state tax facts and information constantly up-to-the-minute. 
Coverage includes new laws, amendments, regulations, rulings, court and 
administrative decisions, return and report forms—in short, everything 
important and helpful in the sound and effective handling of corporate or 
individual state taxes and taxation. One or more loose leaf Reporter 
Volumes for each unit included under subscription at no added cost 


PAYROLL TAX GUIDE—For dependable, continuing, help in handling 
the payroll problems involved under federal income tax withholding, 
federal social security taxes on employers and employees, federal wage and 
hour regulatory provisions, state and local income tax withholding, and 
unemployment insurance contributions. Spans the whole workaday world 
of pertinent statutes, rulings, regulations, decisions, returns, forms, 
reports and instructions. No law texts, no regulations—instead_ plain- 
spoken explanations of “payroll law” make everything instantly clear. 
Compact Compilation Volume included. 
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